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Preface 
This guide deals principally with both captive and independent 
sales finance companies, consumer loan companies, and commer-
cial finance companies. The growth of sales finance, consumer 
loan, and commercial finance companies from 1945 to the present 
has magnified accounting and reporting problems which are 
unique to these companies. Leasing receivables are not discussed 
herein. 
The accounting practices required by this guide are different 
in some circumstances from those presently being followed by 
some finance companies, and are therefore at variance with some 
practices which to date have been generally accepted in the 
finance industry. Changes in accounting practices which may be 
required as a result of the publication of this guide are summar-
ized as follows: 
1. Recognition that, with a limitation (84 months) on the use 
of sum-of-digits calculations, the effective yield method is 
acceptable in accounting for income earned on discount-basis 
finance receivables providing no amounts equivalent to ac-
quisition costs are transferred to income from deferred 
finance income at the time loans are made (Chapter 2) . 
2. Recognition that under certain prescribed conditions (prin-
cipally, the limitations on amounts ($5,000) and initial matu-
rities (61 months) of loans), the pro rata method is accept-
able in accounting for income earned on discount-basis 
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finance receivables providing amounts equivalent to antici-
pated credit losses and direct (out-of-pocket) acquisition 
costs are transferred to income from deferred finance income 
at the time loans are made (Chapter 2) . 
3. Expression of a preference in the recognition of income 
earned on discount-basis finance receivables for the com-
bination method under which (a) servicing, collection, and 
other operating costs are matched with revenues on a pro 
rata method, (b) costs of borrowed funds are matched with 
revenues on an effective yield method, and (c) acquisition 
costs are matched with revenues by taking amounts equiva-
lent thereto into income at the time loans are made (Chap-
ter 2) . 
4. Disclosure in notes to financial statements of 
(a) method or methods used in recognition of finance in-
come (Chapter 2) , 
(b) charge-off policy (Chapter 3) , 
(c) composition of finance receivables, contractual ma-
turities of finance receivables, and cash collections 
on direct cash loans and retail contracts (Chap-
ter 10) , and 
(d) commercial finance participations if credit risk is dis-
proportionate or amount material (Chapter 10). 
5. Limitation of the deferral of start-up costs of a branch office 
to those incurred prior to the end of the month during which 
the office is opened (Chapter 6) . 
6. Requirement that insurance commissions be credited, when 
received, to a deferred income account and systematically 
amortized to income over the lives of the related insurance 
contracts (Chapter 8) . 
7. Requirement for consolidation of financial statements of 
subsidiary insurance companies whenever a majority of the 
insurance revenue originates with finance customers of re-
lated finance companies (Chapter 10) . 
8. Discontinuance of the use of classified balance sheets (Chap-
ter 10) . 
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9. Discontinuance of the use in the balance sheet of a subtotal 
describing "Total long-term subordinated debt and stock-
holders' equity" (Chapter 10) . 
10. Suggestion that, until an authoritative pronouncement appli-
cable to all businesses is issued, finance companies that elect 
to disclose compensating balances and bank lines of credit 
should include the conditions and restrictions imposed on 
their use (Chapter 10) . 
11. Requirement for commercial finance receivables to be shown 
in the balance sheet at the net amount of advances to bor-
rowers and prohibition of the inclusion as an asset of the 
amount of accounts receivable held as collateral to such 
advances (Chapter 10) . 
12. Requirement that revenue from finance receivables such as 
interest and fees, revenue from insurance premiums and 
commissions, and revenue from investments and other sour-
ces be shown separately in the income statement (Chap-
ter 10) . 
13. Requirement that insurance losses and loss expenses be 
shown separately in the income statement (Chapter 10) . 
The Accounting Principles Board previously has indicated 
approval of a statement that the basic postulates and the broad 
principles of accounting comprehended in the term generally 
accepted accounting principles pertain to business enterprises in 
general, and these enterprises include finance companies. The 
American Institute of Certified Public Accountants has published 
Case Studies in Auditing Procedure Nos. 10, 12, and 13 relating 
to finance companies. Information contained in these Case Stud-
ies relating to finance companies is superseded by this guide. 
While this guide contains certain suggested auditing proce-
dures, detailed audit programs and internal control questionnaires 
have not been included herein. The guide does not describe all 
of the auditing procedures necessary to perform an examination 
in accordance with generally accepted auditing standards. The 
determination of the procedures to be applied in a given situa-
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tion will depend on the judgment of the independent auditor and 
on what he deems necessary in particular circumstances. 
Effective Date and Retroactive Application 
The provisions of this audit guide are effective for the fiscal 
years beginning after December 31, 1973; however, the Com-
mittee encourages earlier application. 
Pursuant to paragraph 4 of APB Opinion No. 20 (which states 
that an industry audit guide prepared by a committee of the 
American Institute of Certified Public Accountants may prescribe 
the manner of reporting a change in accounting principle), 
changes in accounting principles resulting from the issuance of 
this guide are to be applied retroactively by restating prior period 
financial statements. However, in situations in which changes can-
not be applied retroactively due to insufficiency of proper period 
detailed accounting records, the changes required by this guide 
may be accounted for by reporting the cumulative effect thereof 
in the year of change. Paragraph 28 of APB Opinion No. 20 de-
scribes the disclosures in financial statements required for changes 
in accounting principles reported by applying retroactively the 
new methods in restatements of prior periods and Statement on 
Auditing Standards No. 1, "Codification of Auditing Standards 
and Procedures," illustrates the wording of the accountants' 
report in this situation. Paragraphs 19 and 25 of APB Opinion 
No. 20 describe the manner in which cumulative effect is to be 
given and Statement on Auditing Standards No. 1 illustrates this 
wording of the accountants' report in this situation. 
Changes in accounting required by this guide need not be 
given retroactive effect or otherwise disclosed if income amounts 
involved are not material in relation to results of operations, and 
if amounts in valuation account balances are not material in rela-
tion to financial position. (See paragraph 38 of APB Opinion 
No. 20.) 
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Introduction 
History and Nature of Business 
To meet credit needs of the American people, various types 
of finance institutions have evolved. These types of institutions 
were originally quite specialized and each tended to provide 
credit related to a specific need. In recent years these institutions 
have expanded their services and the degree of specialization has 
decreased. Broadly speaking, credit is available to individual bor-
rowers through consumer finance companies, sales finance com-
panies, industrial banks and Morris Plan companies, credit unions, 
commercial banks, savings and loan associations, and retail out-
lets. Loans to individual borrowers are frequently classified by 
the nature of the proposed expenditure, such as automobile paper, 
other consumer goods paper, repair and modernization loans, and 
personal loans. Credit unions serve only their members; commer-
cial banks and savings and loan associations lend to individuals, 
business, and industry; sales finance companies generally finance 
the purchase of consumer durables; and consumer loan com-
panies deal principally in cash (personal) loans to consumers. 
The finance industry also includes commercial finance companies 
that principally engage in making loans to business enterprises. 
There are few companies that limit their operations to one type 
of loan; several make loans of all types ranging from small direct 
cash loans to large commercial loans. 
Sales finance companies may be either captive or independent. 
Captive finance companies are owned by manufacturers, retail 
stores, etc., for the purpose of providing financing for their cus-
tomers (distributor, retailer, or consumer). Independent com-
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panies are not so controlled either by ownership or contractual 
arrangements. 
The primary business of sales finance companies is acquiring, 
from retail dealers, conditional sales contracts arising from the 
sale of consumer goods at the retail level. These retail contracts 
are commonly called three-party paper because of the number 
of parties involved—the borrower, the dealer, and the finance 
company. Wholesale financing (floor-plan loans) is also an im-
portant part of the business of sales finance companies, partic-
ularly in the case of captive companies. 
Consumer loan companies (sometimes referred to as small 
loan companies) primarily make cash loans directly to indi-
viduals; the loans may be collateralized by chattels, or unsecured. 
Since only two parties are involved, the borrower and the finance 
company, a direct cash loan is commonly called two-party paper. 
The operations of commercial finance companies are usually 
limited to making loans to businesses. These loans are generallv 
collateralized by accounts receivable, inventories, or plant and 
equipment. 
Factoring (generally referred to as old-line factoring to dis-
tinguish it from other commercial finance activities) consists of 
the purchase of an enterprise's accounts receivables arising in 
the ordinary course of business. The factor usually undertakes 
the credit checking, bookkeeping and collection responsibility, 
and the credit risk relating to the factored receivables for a fee 
which is usually computed as a percentage of net sales factored. 
In most instances, the larger sales finance and consumer loan 
companies have life and fire and casualty insurance subsidiaries 
that write credit life, credit accident and health, and property 
and casualty insurance on the lives and collateral of debtors. 
As early as 1911 the need for consumer protection was recog-
nized through the enactment of a model loan law developed 
after many years of study and experimentation. This model law, 
initially sponsored by the Russell Sage Foundation, became 
known as the "small loan law." Similar laws, enacted first by the 
large industrial states, were subsequently amended and grad-
ually adopted in improved form by all but a few of the 50 states. 
In addition to small loan laws, many states have passed other 
lending laws covering loans in amounts greater than maximums 
permitted under small loan laws. Interest rates permissible under 
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small loan laws usually are higher than those authorized by the 
industrial loan laws. The term "consumer finance laws" is descrip-
tive of both types of legislation and is probably a more appro-
priate term than "small loan laws" because maximum loans per-
mitted have been increased considerably since the initial $300 
ceiling was introduced under the model laws. 
Under consumer finance laws, direct cash loans are made by 
authorized lenders in amounts and at interest rates permitted 
under state regulation. The number of licenses granted in a 
particular state or city varies but generally depends upon the 
needs of the public. Interest to be paid by the borrower is based 
on the unpaid principal balance. If interest is included in the 
face of the note, adjustments of the interest element are effected 
by refunding unearned finance income (in case of prepayment) 
and by assessing additional fees (in case of delinquency). Rates 
of interest permitted by the various states generally are grad-
uated. For example, the small loan law of one state permits an 
interest charge of 3 percent per month or its equivalent on unpaid 
balances of $300 or less, 2 percent from $300 to $500, and 1½ 
percent from $500 to $1,000 maximum; the industrial loan law 
of another state permits interest charges of 1½ percent per month 
on unpaid balances with no maximum as to either amount or 
maturity. These rates are higher than for commercial loan trans-
actions because of the expenses associated with collecting and 
recording the numerous installments involved with consumer 
loans and the attendant credit risks. Loan ceilings vary from as 
low as $300 under some of the earlier small loan laws still in 
effect to $5,000 or higher under recent legislation. 
Collateral for small loans in the early days consisted mostly 
of chattel mortgages on household goods. As the industry grew, 
wage assignments became increasingly important as collateral to 
loans. Today, however, substantially all loans made are consid-
ered by many lenders, as an economic reality, to be totally un-
secured. The first model small loan law prohibited the use of 
real estate mortgages as collateral, a prohibition intended to pro-
tect the borrower. Until recently, substantially all of the con-
sumer finance laws in effect retained this prohibition. 
Maturities also are regulated by most states. Earlier loan laws 
usually provided for 24-month maturities, but recent trends to-
ward larger ceilings have caused 36-month maturities to be 
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permitted by most states (maturities up to 84 months have been 
authorized by some states). 
The consumer finance loan laws of a state are applied uni-
formly to all licensees operating within its jurisdiction. Conse-
quently, all loan companies operating within the state may charge 
the same maximum rate of interest, although competition may 
result in charges less than permitted maximums. This kind of 
rate regulation differs from that for a public utility company 
which is permitted to charge rates based on its own operations. 
In order to engage in the consumer loan business, it is gener-
ally necessary for the lender to obtain a license for each office 
from the state regulatory authority. The number of authorized 
licenses is generally limited on a population basis. The regulatory 
authority requires that annual reports of operations be prepared 
on a uniform basis, and it usually publishes its own annual report 
showing the operations of all licensed operators within its juris-
diction. Considerable statistical data concerning each licensee is 
therefore available to the public. 
As the maximum rate of interest and other fees permitted to 
be charged by a lender are stipulated by state legislation or 
regulation, changes in the maximum rate or fee structure are 
normally obtained as the result of formal public hearings in 
which the whole industry is represented, rather than a particular 
company, as is the case of public utility rate cases. 
Although the finance industry grew rapidly from its inception 
to World War II, its greatest growth has come since 1945. A 
recent Federal Reserve Bulletin disclosed that total installment 
credit held by sales finance and consumer loan companies 
amounted to approximately $2.3 billion in 1941 but declined to 
$700 million in 1945 because of restrictions on credit and avail-
ability of consumer goods during World War II. Such credit 
grew in excess of $30 billion at the beginning of the 1970s. Not 
only did installment loans held by sales finance and consumer 
loan companies increase over 41-fold during that quarter century, 
but total installment receivables held by all financial institutions 
and retail outlets increased 53-fold, from $1.8 billion in 1945 to 
over $100 billion in 1970. 
Finance companies generally obtain short-term funds for use 
in lending operations from banks under lines of credit or in the 
open market. Long-term funds, both senior and subordinated, 
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are generally borrowed from institutional lenders such as insur-
ance companies or, to an increasing extent, from the public. 
Some smaller finance companies borrow funds from larger finance 
companies under forms of rediscount arrangements. It is not 
unusual for sales finance and consumer loan companies to have 
outstanding borrowings from five to ten times (or more) share-
holders' equity, as compared to the one-for-one ratio often appli-
cable to most other industries. Such high ratios have sometimes 
influenced creditors to require finance companies to have semi-
annual audits. In addition, creditors have placed restrictions on 
the finance companies' lending and other activities, and, in many 
instances, participated in setting financial reporting policies. 
Robert Morris Associates, a group of bank lending officers, has 
developed specialized finance company questionnaires (sales 
finance, direct cash lending, commercial financing, and captive 
finance) to be completed and submitted by the finance companies 
as a prerequisite to obtaining credit. The questionnaires contain 
such detailed statistical information as the lending officers desire 
to have to evaluate the operations and credit of the finance com-
panies. 
Effective July 1, 1969, regulations were issued by the Board 
of Governors of the Federal Reserve System entitled "Federal 
Reserve Regulation Z," commonly referred to as the Truth in 
Lending Act. The purpose of this act is to assure consumer pro-
tection by requiring a meaningful disclosure of the "finance 
charge" and the "annual percentage rate," thereby enabling con-
sumers to more readily compare various credit terms available. 
It is principally a disclosure act and does not set maximum or 
minimum rates, nor amounts of finance charges, nor does it estab-
lish rules for determination of other credit terms. There are both 
criminal and civil penalties for failure to disclose any information 
required under the Truth in Lending Act. 
Practically all states have adopted statutes known as the "Uni-
form Commercial Code," which generally provides certain rights 
to the debtor (borrower) as well as certain rights to the creditor 
(lender). Unless a particular transaction is excluded, the code 
applies to sales (transactions in goods) between a merchant and 
a financing agency which may be a finance company; it also 
applies to notes issued to a finance company whether negotiable 
or not. 
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Chapter I 
Finance Receivables 
Sales Finance and Consumer Loan Companies 
Types of Receivables. Finance receivables in many cases repre-
sent up to 90 percent of a sales finance or consumer loan com-
pany's total assets. The various types of receivables which might 
be included in this classification, along with a brief description 
of origination, are as follows: 
1. Retail contracts. Receivables which arise from retail sales of 
a wide range of goods and services are known as retail con-
tracts. These receivables are represented by contracts or notes 
which are generally purchased by finance companies at a 
discount, with or without recourse or similar protective provi-
sions, from the originating dealer-retailers. Usually the dealer 
will sell the notes to yield a lower return to the finance com-
pany than that stated in the notes. Depending on the recourse 
terms, this differential will be accounted for by the finance 
company as a deduction from unearned finance income and a 
portion may be added to a "dealers' reserve" account. The 
amounts added to the dealers' reserve account will be paid 
to the dealer in accordance with a contractual agreement (see 
Chapter 7 ) . Many automobiles, mobile homes, household 
goods and appliances, repairs, and other services are financed 
in this manner. Sometimes a consumer will finance a retail 
purchase by dealing directly with a finance company; in 
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which case, the finance company considers the loan to be a 
retail contract unless laws or regulations prohibit such 
classification. 
2. Direct cash loans. Loans made by finance companies directly 
to borrowers are direct cash loans. These loans, generally 
made under regulatory laws which define or limit the amount 
of loan, the repayment terms, the interest or finance rate, 
etc., have historically been for relatively small amounts ($100 
to $1 ,000) and have been repayable on an installment basis. 
However, loans up to $5,000 or higher are becoming increas-
ingly common. Generally, the credit worthiness of the indi-
vidual is the lender's primary consideration in this type of 
loan; however, as the size of the loan increases, other factors, 
such as collateral or the presence of a co-maker, are frequently 
considered. 
3. Wholesale and capital loans. Wholesale and capital loans 
usually arise from financing dealer-retailers who regularly sell 
retail installment contracts to the finance company. The loans 
are often granted by the finance company as an accommoda-
tion in order to influence the dealers to sell to the finance 
company the retail contracts generated by the dealers' sales. 
The value of the collateral is of prime importance in these 
loans. Wholesale loans (also referred to as "floor-plan" loans) 
are collateralized by specific items of inventory held for 
resale by the dealers (automobiles, mobile homes, appliances, 
etc.) and generally are to be repaid as each unit is sold. 
Capital loans are made to provide the dealers with working 
capital and are usually collateralized by assets such as the 
dealership premises, inventories of service parts and equip-
ment, etc., or by personal guarantees. 
4. Other types of finance receivables. In addition to the preced-
ing types of lending, finance companies occasionally finance 
equipment, home improvements, and make other types of 
larger balance loans generally collateralized by equipment 
or by either first or second mortgages on realty. In many in-
stances, financed equipment may have been manufactured by 
related companies. Finance companies may also finance re-
volving charge sales of department stores and other retail 
organizations. 
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Recording of Receivables. Retail contracts are usually acquired 
from dealers at a discount (the difference between the gross bal-
ances and the purchase price of the receivables acquired) and 
are recorded in the records at the gross balances of the receiv-
ables. Wholesale and capital loan receivables and, except for 
leases, other commercial finance receivables are generally re-
corded at the amount of the cash advance. 
Direct cash loans may be either ( 1 ) discount-basis in which 
interest is included in the face amount of the note or ( 2 ) inter-
est-bearing in which interest is not included in the face amount 
of the note. These receivables are generally recorded at the face 
amount of the notes. This is accomplished in the case of discount-
basis loans by recording an offsetting credit in an unearned 
(deferred) finance income account for the amount of discount. 
In the case of interest-bearing loans, only the amount of cash 
advanced is recorded as a receivable. The trend in recent years 
has been towards making discount-basis loans. 
Frequently, the finance company assists the borrower in ob-
taining insurance coverage related to the loan. Many finance 
companies have insurance subsidiaries; others may act as agents 
only in this regard. Usually the insurance premiums are included 
in the amount of the note and the premiums are paid to the 
insurance carrier by the finance company. 
Operations. Sales finance and consumer loan company port-
folios generally consist of a great number of relatively small 
balance accounts. Servicing of these accounts by personnel in 
many small branch offices close to the sources of business is 
believed to be more effective than performing the services from 
a few large offices. 
As a result of the multi-branch form of operation and the great 
number of accounts and daily transactions, many sales finance 
and consumer loan companies have automated and centralized 
their record-keeping functions. It is not unusual for such com-
panies to maintain all accounting and statistical data related to 
receivables on electronic data processing (EDP) equipment in 
the home office. In addition, some companies maintain all of their 
loan files (loan applications, notes, collateral assignments, and 
other documents) in the home office and pay all branch operating 
expenses, except for small petty cash items, from centralized 
locations. 
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Even though centralization and extensive use of EDP is the 
general rule, a f ew of the larger companies and many of the 
smaller ones continue to maintain accounting records on a de-
centralized basis. In these cases, the use of data processing equip-
ment is frequently restricted to accumulating certain statistical 
information needed for internal and external reporting purposes, 
and the home office may not maintain duplicate receivable files. 
However, tests by internal auditors and by supervisory operating 
personnel are usually performed more frequently and more thor-
oughly in these circumstances. Most of the smaller companies 
rely on reviews by management personnel in lieu of internal 
audits. Such reviews usually include areas which would otherwise 
be covered by an internal audit as well as operating matters. 
Aging of Receivables. Finance companies usually adopt meth-
ods of aging receivables required in applicable questionnaires of 
Robert Morris Associates (see Chapter 9 ) . In addition, some com-
panies may also maintain additional aging schedules to meet 
their own operating requirements. The questionnaires require 
that receivables other than direct cash loans be aged according 
to the current due dates of the installments. Direct cash loans 
(with certain exceptions) are aged on a "recency-of-payment" 
basis; such an aging is based exclusively on the most recent cash 
collection activity and not on contractual terms. The different 
aging methods reflect the underlying views of the ultimate source 
of the loan payment. Since the collectibility of a retail con-
tract may ultimately relate to the value of the collateral securing 
it, the age of the contract is significant. Thus, the aging of retail 
contracts is based on contractual due dates in order to indicate 
a potential problem, if any, with respect to collateral value. 
The collectibility of a direct cash loan depends importantly 
upon the ability of the borrower to make payments and, less im-
portantly, upon the value of the collateral, if any, which may 
secure the loan. Consequently, under the recency-of-payment 
concept of aging, the age of the loan is not considered as sig-
nificant as the recency of the borrower's payments. For ex-
ample, a borrower may omit making four monthly payments con-
tractually due during the first year of a two-year loan and there-
after make sixteen regular monthly payments, thus paying the 
loan in full four months after the original two-year maturity date. 
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During the second year, this account balance would be classified 
as 120 days past due in contractual aging and as current under 
recency aging. In circumstances such as these where the bor-
rower's current payment status shows evidence of his ability to 
repay the loan in full, recency aging may be more useful than 
contractual aging. In other circumstances where the borrower has 
an erratic payment pattern, even though "current" as to the 
monthly payment most recently due, contractual aging of direct 
cash loans may be more useful than recency aging. Some finance 
companies age direct cash loans on both bases for supervisory 
and other internal management purposes. 
The receivable balance (with no reduction for unearned or 
deferred finance income) is considered to be the proper basis 
for reporting the aging of both sales finance and direct cash 
loan receivables. 
Examples of aging of loans are presented on pages 14-18 of this 
chapter. 
Extensions. Frequently, the debtor is permitted to defer the 
scheduled payment dates one or more months by paying an 
extension fee. This extension fee, normally paid at the time the 
extension is granted, is required by regulation in some states to 
be supported by formal extension agreements signed by the 
debtor. 
Delinquency Fees. Delinquency fees may be charged when 
payments are received after the due dates, and are a charge in 
lieu of interest on the amount of the delinquent payment for the 
number of days from due date to payment date. 
Refinancing. The refinancing or renewing of accounts is an im-
portant part of the consumer loan business. Renewals usually 
include additional cash advances to borrowers and usually in-
volve complete cancellation of old loans and set-up of new loan 
files. 
Commercial Finance Companies 
Types of Receivables. In most instances, loans made under com-
mercial financing agreements are collateralized by accounts re-
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ceivable of various types, inventories, and property and equip-
ment. Loans may also be collateralized by a combination of 
various types of collateral, particularly if the contracts are of a 
seasonal nature. The percentage of face value loaned against 
specific types of collateral will vary depending upon the policies 
of the finance company, the financial condition of the borrower 
and the collectibility, liquidity, and fair market value of the 
collateral being pledged. 
Receivables pledged as collateral usually consist of the fol-
lowing: 
1. Commercial accounts receivable, which represent sales by the 
borrower to other business entities, are usually due within 
30 to 180 days. Such receivables qualify as prime collateral 
provided they are considered current in accordance with the 
aging practices of the finance company and are not subject to 
customer dispute as to price, quality, and other terms of sale. 
Most often, a fixed percentage (usually around 70 percent or 
80 percent) of the amount of the prime collateral is advanced 
to the borrower. If such receivables become past due, they 
no longer qualify as prime collateral, but generally are re-
tained as additional collateral for the entire loan. 
2. Installment notes, which represent sales of income-producing 
equipment by dealers to industrial or commercial users, are 
payable in installments over periods of time ranging from 
six months to three years or longer. The percentage of ad-
vance against such installment receivables is usually smaller 
(50 percent to 60 percent) than that for commercial accounts 
receivable. The continuing classification of installment re-
ceivables as prime collateral is dependent upon the timely 
collection of individual installments. 
3. Rediscount receivables may arise when a commercial finance 
company makes loans directly to dealers or to other fi-
nance companies that purchase contracts, generally at a dis-
count, from dealers. The collateral for loans to dealers may 
consist of sales finance, time sales, or industrial installment 
receivables. 
Operations. In contrast with sales finance and consumer loan 
companies that have multi-branch forms of operation, commercial 
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finance companies have little need to have offices in close prox-
imity to borrowers and usually operate from a few offices in or 
near regional or national financial centers. 
Credit policies of commercial finance companies place limita-
tions on amounts of loans which can be made to a single borrower 
or an affiliated group of borrowers. Loans above specified mini-
mums usually require approval of two or more responsible offi-
cials. Field audits of collateral are made as and when deemed 
necessary. 
Participations. Finance companies involved in making commer-
cial financing loans frequently enter into participation agree-
ments with banks, other finance companies, and other lenders 
for the purpose of minimizing the credit risk involved in any one 
loan as well as providing the borrowers with lower interest rates 
(based upon the averaging of the bank rate and the finance com-
pany rate). Such agreements ordinarily provide for the sharing 
of the credit risk in proportion to the cash invested by each of 
the participants. In some instances, especially where the com-
mercial finance company is in need of additional funds, such 
agreements may provide that the participation manager (usually 
the finance company) suffers the first loss up to a specified 
amount or other variations resulting in a disproportionate share 
of the risk involved. 
Factoring. Factoring (generally referred to as old-line factoring 
to distinguish it from other commercial finance activities) can be 
defined as the purchasing, without recourse, by a factor of its 
client's accounts receivable arising in the ordinary course of busi-
ness. Factoring is usually done on a notification basis; that is, 
the customer is notified on the face of the invoice that the ac-
count has been sold and that payment is to be made directly 
to the factor. Invoices are purchased by the factor net of trade 
and cash discounts granted to customers. The factor assumes the 
credit checking, bookkeeping, and collection responsibilities of 
his client and generally assumes the credit risk, unless the ac-
count is purchased on a recourse (department risk basis), under 
which arrangement the credit risk remains with the client. Under 
both forms of arrangement, the client remains, by contract, re-
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sponsible for any claims by, or disputes with, the customer. For 
those accounts which are purchased by the factor on a recourse 
(department risk basis), the factor will still provide bookkeeping 
and collection services. For shielding the client from bad debt 
losses on approved sales and relieving him of the burden of ac-
counts receivable bookkeeping, credit checking, and collection 
procedures, the factor receives a service fee, which is usually 
computed as a percentage commission on the net sales factored. 
The two most usual types of factoring arrangements are known 
as "maturity factoring" and "conventional or discount factoring." 
In maturity factoring, the factored client does not receive ad-
vance payments against receivables he has sold, but is paid in 
full by the factor on the due date of the applicable invoices 
purchased. In conventional or discount factoring, the factored 
client is permitted to draw advances against the receivables prior 
to the due date of the invoices purchased by the factor. The factor 
charges his client interest on such advances from the date of the 
advance to the maturity date, at a rate usually related to the 
prime rate charged by commercial banks. The factor will usually 
withhold from his client some amount to cover possible claims, 
returns, allowances, and similar items. As a general rule, the 
amount withheld by the factor is a percentage (frequently 20 
percent) of the client's outstanding receivables. The percentage 
required by the factor usually will be determined based on his 
experience with the client with respect to such matters as whether 
the product sold by the client is, by its nature, subject to spoilage, 
damage, or an unusual amount of returns. 
In those cases where a client requires advances in excess of 
those which would otherwise be permitted under his factoring 
arrangement, the factor may provide him with an overadvance. 
Such overadvance is generally secured by other assets, such as 
inventory and fixed assets. When a factor enters into an over-
advance arrangement with his client, he operates substantially 
as a commercial finance company. 
For financial reporting purposes, purchased receivables are 
shown as an asset in the factor's balance sheet and the unpaid 
portion of the purchase price as a liability "Due to clients." 
Overadvances to clients are segregated from purchased receiv-
ables and shown as "Due from factored clients." Reserves for 
discounts, representing the trade and sales discounts charged to 
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clients at the time accounts are purchased, are shown as reduc-
tions from receivables. 
EXAMPLES O F A G I N G O F RETAIL C O N T R A C T S 
A N D DIRECT C A S H L O A N S 
Retail Contracts 
Under requirements of the Robert Morris Associates' Sales Finance 
Company Questionnaire, retail contracts are to be aged on the basis 
of contract terms in effect at the statement date (that is, present or 
extended contract terms which give effect to any extensions which 
have been granted). Account balances not in current condition are 
classified in the following categories (assuming monthly payments): 
One installment or a portion of an 
installment due and unpaid 0 to 30 days past due 
Two installments or one and a por-
tion of an installment due and un-
paid 31 to 60 days past due 
Three installments or two and a por-
tion of an installment due and un-
paid 61 to 90 days past due 
Four installments or three and a por-
tion of an installment due and un-
paid Over 90 days past due 
Consider the following examples (for a September 30 statement 
date): 
A. Branch ledger card shows the following schedule of required 
payments: 
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Due date 
Install-
ment due 
Predetermined 
balance 
4/20 
5/20 
6/20 
7/20 
8/20 
9/20 
100 
100 
100 
100 
100 
100 
$1,000 
900 
800 
700 
600 
500 
400 
B. Assume the following six sets of facts: 
1. Balance at 9/30 is $500. Only the September installment is 
owing; the account is in the 0- to 30-day category. 
2. Balance at 9/30 is $600. The two installments are owing; the 
account is in the 31- to 60-day category. 
3. Balance 9/30 is $700. Three installments are owing; the ac-
count is in the 61- to 90-day category. 
4. Balance at 9/30 is $1,000. Six installments are owing; the ac-
count is in the over 90-day category. 
5. Balance at 9/30 is $650. Two installments plus $50 of third 
installment are owing; the account is in the 61- to 90-day 
category. 
6. To this point it has been assumed that the original installment 
terms were unchanged at September 30. Assume now that 
the customer has received a 30-day extension for which he 
paid a fee. 
Balance at 9/30 is $700. On the extended basis, two install-
ments are owing, 8/20 (was 7/20) and 9/20 (was 8/20); 
hence, a 31- to 60-day account. 
Direct Cash Loans—Discount-Basis and Interest-Bearing 
Under requirements of the Robert Morris Associates' Direct Cash 
Lending Questionnaire, direct cash loans are to be classified on the 
basis of the date of last payment (recency-of-collection) as to "past-
due" accounts, "interest-only" accounts, and "partial-payment" ac-
counts. Accounts are to be classified in the preceding categories as 
follows: 
First Classification: 
Accounts which have not had a collection of principal, interest, or 
charges received for 60 days (two months) or more are "60-day-and-
over" accounts. These accounts are to be classified as to the period 
during which the most recent collection was received: 
Most recent collection received during last 60 to 89 days (3rd 
month). 
Most recent collection received during last 90 to 179 days (4th, 
5th, or 6th month). 
Most recent collection received during last 180 to 269 days (7th, 
8th, or 9th month). 
Most recent collection received 270 or more days ago (10th month 
or later). 
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Second Classification: 
"Interest-only" accounts are accounts which have had collections 
in the last 60 days (two months), but the collections were applied to 
interest, deferment, extension and/or default charges only (these ac-
counts would have appeared in one of the above classifications except 
that a collection of interest or charges only was received in the last 
60 days). 
Third Classification: 
"Partial-payment" accounts are accounts which have had collections 
in the last 60 days (two months), but the total aggregate amount 
applied to the unpaid balance (principal) in the last 60 days was 
less than 50 percent of one original contractual monthly payment. 
The partial-payment account classification may be modified from 
the Questionnaire requirement if the modification results in a more 
conservative presentation than that prescribed by the Questionnaire 
(for example, classifying as partial-payment accounts those accounts 
having collections in the last 60 days totaling less than 100 percent 
of one scheduled payment or collections in the last 30 days totaling 
less than 50 percent of a contractual payment). 
General Rules 
(a) Any loans made or contracts acquired in the last 60 days (two 
months) should not be included in the schedule. 
An account made or acquired prior to the last 60 days on 
which there has been no collection should be aged from the 
date the first payment was due. 
(b) No credit to unpaid balance resulting from a refund associated 
with the recomputing of an account (typically a precomputed 
or discount-basis account) to put it on an interest-bearing basis 
should be treated as a "collection." 
(c) An account cannot appear in more than one of the classifica-
tions and it may be shown as a 60-day-and-over or interest-only 
account rather than as a partial-payment account even though 
it qualifies for the latter classification. 
(d) Since the aging is strictly on the basis of recency-of-eollection, 
accounts should be classified only as to the date of last payment, 
irrespective of whether they are prepaid or contractually delin-
quent less than 60 days. 
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Consider the following examples applicable to interest-bearing 
loans (for a September 30 audit): 
A. Assume in all cases: 
Date of note, March 31. 
First payment due May 5. 
Amount of loan $2,000; 24 payments of $100 including interest. 
B. Eight branch ledger cards show the following most recent pay-
ments (including most recent payment on principal if interest 
only was collected the last time): 
Example 
No. 1 No payments — 
No. 2 8/5 $100 
No. 3 7/5 100 
8/5 35 
9/5 35 
No. 4 6/5 100 
No. 5 7/5 100 
7/30 35 
No. 6 5/5 700 
No. 7 7/15 45 
9/15 45 
No. 8 7/15 45 
9/15 45 
Interest Principal Balance 
— $2,000 
$95 $ 5 1,965 
37 63 1,830 
35 — 1,830 
35 — 1,830 
44 56 1,886 
37 63 1,830 
35 — 1,830 
50 650 1,350 
20 25 1,835 
40 5 1,830 
20 25 1,835 
45 — 1,835 
Classify as follows: 
1. A 90- to 179-day account. Since there have been no collections, 
the account is aged as if the date the first payment was due, May 
5, was the date of most recent payment. 
2. Not included. There has been a collection on principal within the 
last 60 days. Also, the total payment received in the last 60 days 
exceeded 50 percent of one month's total contractual payment. 
3. An interest-only account. This account would be in the 60- to 
89-day classification except for interest only being collected within 
the last 60 days. 
4. A 90- to 179-day account. 
5. A 60- to 89-day account. This is not an interest-only account 
because the interest collection was not received within the last 
60 days. 
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Last pay-
ment date 
Amount 
paid 
6. A 90- to 179-day account. Even though this account is prepaid 
contractually, it should be included in the aging on a recency basis. 
7. A partial-payment account. Total amount collected in last 60 days 
($45) was less than 50 percent of the contractual monthly payment 
of $100. 
8. An interest-only account. Although similar to No. 7, the entire 
amount collected in the last 60 days was applied to interest, and, 
therefore, the account is classified as interest-only rather than 
partial-payment. 
Discount-basis or precomputed interest loans will have no break-
down of principal and interest, but the procedure of aging from 
date of last payment is still the same. Collection of late charges, 
extension fees, etc., on such accounts, with no accompanying prin-
cipal collection, would result in their being included in the 
"charges-and-interest-only" classification. 
Other matters which might arise and which need to be determined 
on an individual company basis include the following: 
A. Typically, aging is performed as of a month end and various 
classifications are determined on the basis of calendar months 
rather than actual days. If the aging is as of an interim date, 
the comparable date of the previous month would be considered 
a one-month period. 
B. Prepaid or contractually current accounts should be included in 
the aging if they do not meet the recency-of-collection require-
ments. If such accounts are eliminated from the aging, disclosure 
of this must be made by footnote to the schedule and, if available, 
the dollar amount of accounts excluded should be indicated. 
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Chapter 2 
Finance Income 
This chapter covers finance income from both discount-basis 
and interest-bearing loans and prescribes two practical account-
ing methods which enable costs to be more closely matched 
with revenues than other methods which also are presently re-
garded as generally accepted. This chapter also presents a third 
method which shows promise of permitting costs to be matched 
with revenues on a basis comparable to that used by other in-
dustries but which, due to practical limitations, cannot at the 
present time be defined as preferable to the exclusion of the two 
practical methods. 
Current Practice 
Discount-basis finance receivables include "finance income" 
(hereinafter referred to as deferred finance income) which is 
the difference between the face amount of the note and the cash 
advanced thereon (plus amounts deducted for amounts paid or 
payable to other entities). This amount represents the finance 
company's potential future revenue from the loan. (As used in 
this chapter the term "loan" applies to both direct cash loans 
and retail contracts.) Deferred finance income includes all charges 
(fees) to borrowers made at the origination of the loan, notwith-
standing that some portions may be non-refundable. 
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A typical determination of deferred finance income follows: 
Face amount of note signed by debtor 
(including all fees, both refundable and 
non-refundable) 
Deduct: 
Cash paid to dealer or debtor 
Insurance premiums, dealers' reserves, and 
other amounts paid or payable to third 
parties 
Deferred finance income (credited to a de-
ferred finance income account) $100 
Illustrative breakdowns of the elements of cost and anticipated 
profit which are expected to be covered by the deferred finance 
income are shown in Exhibit 1, opposite. (It should be noted, 
however, that these percentages can vary materially depending 
upon size and term of the receivable, risk element, ratio of debt 
to equity capital of the lender, and other factors.) 
Acquisition Costs. Many finance companies have followed the 
practice of transferring a portion of the deferred finance income 
as a credit to operations at the time of acquisition of the loan. 
This practice is equivalent to deferring acquisition costs and 
amortizing them over the related life of the loan. Current prac-
tices regarding the three elements of acquisition costs, as listed 
in the foregoing tabulation, include the following: 
1. Provision for loan losses. A portion of deferred finance income 
has been transferred to income equal to the amount charged 
to operations as the provision for loan losses in respect of 
such loan, in order to reflect the loan loss expense proratably 
over the term of the loan. Other finance companies have fol-
lowed the practice of providing for loan losses at the time of 
acquisition of the loan by a charge to operations without 
offsetting transfers to income from the deferred finance in-
come account. 
2. Direct costs. Some finance companies have transferred to 
operations in the month of acquisition portions of the deferred 
finance income equivalent to the directly identifiable out-
$1,000 
$750 
150 900 
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EXHIBIT I 
Percent of Deferred Finance Income 
Retail Retail 
Con- Direct Con- Direct 
tract A Loan B tract C Loan D 
$500 $800 $3,000 $1,500 
Deferred finance income 100% 100% 100% 100% 
Less: 
Acquisition costs: 
Anticipated bad debt 
losses 15% 14% 8% 9% 
Filing fees, credit in-
vestigations, and 
other directly identi-
fiable out-of-pocket 
costs of acquisition 0.8 0.6 Nil 0.6 
Indirect expenses 9.2 3.4 7 2.4 
Subtotal 25 18 15 12 
Servicing, collection, and 
other operating costs 46 49 30 33 
Total 7 1 67 45 45 
Remainder — cost of bor-
rowed funds and profit 
before income taxes: 
Cost of borrowed funds 15 17 33 33 
Profit before income taxes 14 16 22 22 
of-pocket acquisition costs (such as filing fees and costs of 
credit investigation) paid to third parties. 
3. Indirect expenses. A few finance companies have transferred 
to income additional amounts of deferred finance income to 
cover indirect expenses of acquisition not directly identifiable 
with a specific loan or group of loans. These indirect expenses 
include allocable portions of salary costs, advertising, and 
other operating expenses which are related to acquisition 
activities, including "in-house" costs of credit investigation. 
Those who have followed some or all of these practices have 
made such transfers on the basis of either percentages or fixed 
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amounts which are considered to be representative of one or 
more of the three acquisition cost elements. Percentages used 
have applied either to the face amount of the loan or to the 
deferred finance income. Fixed amounts used have varied with 
the type of loan. Some companies have recognized immediately 
as income the non-refundable portion of deferred finance income 
in substitution for one or more of the acquisition cost elements 
and have transferred this amount to operations at the time of 
acquisition. 
Servicing, Collection, and Other Operating Costs. These costs 
are incurred in approximately equal monthly amounts and do 
not fluctuate materially as a result of increases or decreases in 
the volume of new loans made. For this reason, they are charged 
to operations as and when incurred. 
Cost of Borrowed Funds. Very few differences exist within the 
industry regarding accounting treatment of cost of borrowed 
funds. The cost of borrowed funds which is directly related 
to the unpaid balances of the loans generally has been charged 
to operations as and when incurred. 
Basis of Accounting—Accrual or Collection. Theoretically, the 
deferred finance income is "earned" on the accrual basis in rela-
tion to the actual terms of the receivables. However, because of 
uncertainty as to the ultimate realization of income that is in-
herently present with respect to delinquent accounts, and because 
of contract extensions and refinancings that are common practice 
in the industry, income on direct cash loans and small balance 
retail contracts generally has been recognized only when loan 
payments are received (collection basis). There are, however, 
companies that provide for recognition of income on the accrual 
basis. Those included in the latter group are companies which 
specialize in larger loans. 
Rebates, Extensions, and Delinquency Fees. The accounting 
for rebates and extension fees is governed by the method the 
company follows to account for deferred finance income. Except 
for delinquency fees, industry practice has not been consistent. 
In this regard, some companies have recorded rebates and ex-
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tension fees on a collection basis when the accrual basis should 
have been used, and vice versa. 
Methods of Accounting for Finance Income. With respect to 
discount-basis loans, there are basically three different methods 
of income recognition used by finance companies, as follows: 
1. Effective yield method—"Rule of 78s" or "sum-of-digits." 
2. Pro rata collection (liquidation) method—straight line. 
3. Fixed percentage method. 
The effective yield method transfers deferred finance income 
to operations in declining amounts as the related receivables are 
collected (collection basis) or on the basis of contract terms 
(accrual basis). This method, which is generally applied on a 
sum-of-digits basis, relates earned revenues to the funds invested 
in the loans. Therefore, costs which are incurred equally over 
the loan terms are not matched evenly, as described below, with 
related revenues. Schedules 1 and 2, pages 40-41, illustrate a 
formula which is used for inventorying deferred finance income 
under these methods. 
For an individual loan the effective yield method may result 
in a deferred finance income balance that will not be sufficient 
to cover the relatively fixed costs to service the account in the 
later periods, especially if servicing expenses are high in relation 
to the outstanding balance. Consequently, in periods of decreas-
ing volume a company's deferred finance income account may not 
be large enough to cover future operating expenses. For this 
reason, some lending institutions have expressed concern over 
use of this method by consumer loan companies that are expe-
riencing significant declines in business volume. 
The pro rata collection method, commonly known as the liqui-
dation method, transfers deferred finance income to operations 
in amounts related to collections (as opposed to the loan bal-
ance). One of the several ways of computing earned income 
under this method is illustrated in Schedule 3, page 42; other 
variations using the same principle are occasionally encountered. 
Schedule 4, page 43, illustrates a formula which can be used to 
inventory the deferred finance income under this method. 
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On an individual loan basis, the pro rata collection method 
results in a deferred finance income balance in excess of that 
under the effective yield method. When compared with the 
effective yield method, earnings are smaller during the early life 
of a loan and larger during the later life of the same loan. 
Under the fixed percentage method, deferred finance income 
is adjusted at the end of each month to a set percentage of the 
related receivables balance. This method does not match costs 
and revenues unless the percentage is adjusted periodically to 
reflect changes in volume, term, and yield of loans receivable, 
as well as changes in operating costs, money costs, and collection 
experience. 
Finance income on interest-bearing direct cash loans has gen-
erally been recorded in operations as payments are collected; in 
some instances accruals for uncollected interest have been pro-
vided at the balance sheet date. Since this income is directly 
related to the receivable balance, the result is comparable to 
that of the effective yield method on discount-basis receivables. 
Combination Method 
In addition to the foregoing methods, the Committee also 
studied a method based on a combination of the effective yield 
and pro rata methods (combination method). This method re-
sults in matching costs with revenues more closely than any of 
the other methods studied by the Committee. The combination 
method relates the accounting for finance income to all elements 
of cost incurred in connection with the loans. To do this, a com-
pany must be able to determine not only the acquisition cost 
per loan but also the servicing, collection, and other operating 
costs for each loan. This determination ordinarily would be made 
through a cost accounting system. 
The deferred finance income is broken down into three parts 
when the loan is recorded: ( 1 ) an amount equal to acquisition 
costs applicable to the loan (direct and indirect costs including 
an amount (provision for loss) based on anticipated loss expe-
rience ); (2) an amount equal to anticipated servicing, collection, 
and other operating costs applicable to the loan; and (3) the 
cost of borrowed funds and the anticipated profit before income 
taxes. These parts are then transferred to operations in the same 
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periods in which the related costs are incurred and charged to 
operations. (If the total amount of these three costs exceeds 
finance income, the resultant loss is recognized when the loan 
is made.) 
The allocation to the three parts can be on an individual loan 
basis or in aggregates based on weighted average terms of loans 
by major types of receivables, as follows: 
1. Acquisition costs. An allowance for credit losses is set as a 
percentage of the amount of the face of the loan, based on 
current economic conditions and prior loss experience, and 
is added to the estimated per loan direct and indirect acquisi-
tion costs, based on known factors, prior experience, and, in 
some cases, budgeted expenditures. This portion of deferred 
finance income is transferred to income in the month the loan 
is recorded if all such costs are likewise recorded. 
2. Servicing, collection, and other operating costs. The estimated 
cost per loan should be computed for each type of receivable 
on the basis of budgeted expenditures. This portion of the 
total deferred finance income is credited to subsequent oper-
ations on the pro rata or straight-line method at a standard 
rate per month (accrual basis) or per payment received (col-
lection basis). 
3. Cost of borrowed funds and profit before taxes. This element 
usually is the result of deducting from the total deferred 
finance income at the time of booking the loan the sum of 
the first two elements. This remaining portion is credited to 
operations using the effective yield method at a declining 
amount per month (accrual basis) or per payment received 
(collection basis). 
Illustrative Loans 
During its deliberations, the Committee studied illustrative 
loans made by four different finance companies with unlike ratios 
of debt to equity capital, as shown in Exhibit 2 on the following 
page. 
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EXHIBIT 2 
Loan 
Retail Direct Retail Direct 
A B C D 
Note amount $500 $800 $3,000 $1,500 
Deferred finance income 66 172 360 320 
Proceeds $434 $628 $2,640 $1,180 
Term—in months 12 24 24 30 
Cost elements: 
Anticipated bad debt losses 
as a percentage of loan 
amount 2% 3% 1% 2% 
Direct (out-of-pocket) cost of 
acquisition — average per 
loan $ .50 $1.00 $ Nil $ 1.85 
Indirect acquisition expense-
allocation per loan $6.00 $6.00 $24.00 $ 9.00 
Servicing, collection, and other 
operating costs—per month $2.50 $3.50 $ 4.50 $ 4.50 
Allocation of deferred finance 
income: 
Acquisition costs: 
Anticipated bad debt losses $10.00 $24.00 $30.00 $30.00 
Direct (out-of-pocket) costs .50 1.00 Nil 1.85 
Indirect expenses 6.00 6.00 24.00 9.00 
Subtotal 16.50 31.00 54.00 40.85 
Servicing, collection, and other 
operating costs 30.00 84.00 108.00 135.00 
Cost of borrowed funds 10.14 30.00 120.00 69.75 
Profit before taxes 9.36 27.00 78.00 74.40 
Total $66.00 $172.00 $360.00 $320.00 
The foregoing assumed costs may be regarded as estimates 
insofar as the effective yield and pro rata methods are concerned, 
and as standard costs in application of the combination method. 
In practice, variable acquisition costs of direct loans made to 
present customers (renewals) as well as former customers ordi-
narily would be less than those incurred in making a loan to a 
new customer. As to a renewal loan, the percentage factor for 
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anticipated bad debt losses would be applicable only to the 
additional advance made to the customer. Differences in costs 
of renewal loans and new loans can be recognized by making 
appropriately weighted adjustments in the unit factors. The re-
duced cost of a loan to a former customer must be given con-
sideration at the time standard unit costs are established. 
Costs of the four illustrative loans under the combination 
method are listed by months and in subtotals as to those incurred 
during the first half and the last half of the life of each loan 
in Exhibit 3, as follows: 
EXHIBIT 3 
Loan 
Retail Direct Retail Direct 
$500 $800 $3,000 $1,500 
A B C D 
By Months 
First month: 
Loss provision $10.00 $24.00 $30.00 $30.00 
Direct costs .50 1.00 Nil 1.85 
Indirect expenses 6.00 6.00 24.00 9.00 
Servicing, collection, and other 
operating costs 2.50 3.50 4.50 4.50 
Cost of borrowed funds 1.56 2.40 9.60 4.50 
Total 20.56 36.90 68.10 49.85 
Second month: 
Servicing, etc. 2.50 3.50 4.50 4.50 
Cost of borrowed funds 1.43 2.30 9.20 4.35 
Total 3.93 5.80 13.70 8.85 
Third month: 
Servicing, etc. 2.50 3.50 4.50 4.50 
Cost of borrowed funds 1.30 2.20 8.80 4.20 
Total 3.80 5.70 13.30 8.70 
Last month: 
Servicing, etc. 2.50 3.50 4.50 4.50 
Cost of borrowed funds .13 .10 .40 .15 
Total $ 2.63 $ 3.60 $ 4.90 $ 4.65 
Continued, 
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EXHIBIT 3, continued 
Loan 
Retail Direct Retail Direct 
$500 $800 $3,000 $1,500 
A B C D 
By Halves 
First half of the life of the loan: 
Loss provision, etc. $ 16.50 $ 31.00 $ 54.00 $ 40.85 
Servicing, etc. 15.00 42.00 54.00 67.50 
Cost of borrowed funds 7.41 22.20 88.80 51.75 
Subtotal 38.91 95.20 196.80 160.10 
Last half of the life of the loan: 
Servicing, etc. 15.00 42.00 54.00 67.50 
Cost of borrowed funds 2.73 7.80 31.20 18.00 
Subtotal 17.73 49.80 85.20 85.50 
Total $56.64 $145.00 $282.00 $245.60 
Costs incurred during the first and last half of the lives of the 
illustrative loans are listed herein so that profits may be calcu-
lated and compared on this basis under the effective yield, pro 
rata, and combination methods of revenue recognition. Listing 
of profits attributable to each of the months in the life of each 
loan was found to be too cumbersome for purposes of illustrating 
the results of using each of the three methods. Similarly, charts 
and tables were found by the Committee not to be useful for 
other than the single purpose of showing that profits during the 
middle third of the l ife of each contract are identical irrespective 
of the method used. 
The Committee believes that amounts equivalent to estimated 
acquisition costs credited to income in the month loans are re-
corded (transfers) should not include cost elements which can-
not be accurately measured and controlled. Accordingly, in the 
tabulation that follows, such transfers under the effective yield 
and pro rata methods include only anticipated bad debt losses 
and direct out-of-pocket acquisition costs. 
The combination method requires a reliable determination 
of the several elements of cost, particularly indirect expense 
associated with new business, so that amounts equivalent to the 
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acquisition cost, including indirect expense, may be transferred 
to income in the month loans are recorded. This determination 
ordinarily requires the use of a cost accounting system. 
Profits during the first and last half of the lives of each of 
the illustrative loans under the pro rata and effective yield 
methods, with and without transfer, are compared with profits 
calculated under the combination method in Exhibit 4, as follows: 
EXHIBIT 4 
Loan 
Retail Direct Retail Direct 
$500 $800 $3,000 $1,500 
A B C D 
Pro rata without transfer:* 
First half $(5.91) $(9.20) $(16.80) $ (.10) 
Second half 15.27 36.20 94.80 74.50 
Pro rata with transfer 
First half (.66) 3.30 10.20 15.83 
Second half 10.02 23.70 67.80 58.57 
Combination: 
First half 6.84 19.98 57.72 55.20 
Second half 2.52 7.02 20.28 19.20 
Effective yield without 
transfer 
First half 9.32 32.08 69.60 77.32 
Second half .04 (5.08) 8.40 (2.92) 
Effective yield with transfer:* 
First half 12.15 38.58 83.64 85.55 
Second half (2.79) (11.58) (5.64) (11.15) 
Total profit $ 9.36 $27.00 $78.00 $74.40 
* Transfer from deferred finance income to income in the month the loan is 
recorded, an amount equivalent to estimated acquisition costs. 
The foregoing tabulation shows that, on a single loan basis, 
the combination method closely matches costs with revenues for 
the periods for which profits have been calculated. Closest to the 
combination method in matching costs with revenues are the 
pro rata method with transfer and the effective yield method 
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without transfer. This would be true even if the acquisition costs 
were reduced or increased by as much as 30 percent to 50 percent 
of total costs. 
The cost of borrowed funds for Loan C is much greater than 
the servicing, collection, and other operating costs of this loan, 
thus enabling profits under the effective yield method without 
transfer to be closer to profits calculated under the combination 
method for this loan. For the other three loans, servicing costs 
are much greater than costs of borrowed funds, thus causing the 
effective yield method to show results not very close to those of 
the combination method. The pro rata method with transfer 
shows its best results when used on Loan D for which servicing, 
collection, and other operating costs are relatively high. 
The tabulation suggests that, on a single loan basis, the effec-
tive yield method without transfer is most appropriate for loans 
for which the cost of borrowed funds is greater than servicing, 
collection, and other operating costs and, conversely, that it is 
least appropriate for loans for which the servicing cost exceeds 
the cost of borrowed funds. The pro rata method on a single 
loan basis defers most of the net income to the last half of the 
life of the loan even with transfers of acquisition costs approxi-
mating 15 percent of the finance income with respect to Loans 
A, B, and C and ten percent for Loan D. 
In practice, approximately 70 percent of direct cash loans 
made each year by the typical consumer loan company consist 
of loans made to present customers. Such loans, which are known 
as renewal loans or renewals, usually result in cash being ad-
vanced to the customer at the time the renewal loan is made. 
However, the balance of the old loan usually far exceeds the 
amount of "additional" cash advanced. Exhibit 5 (opposite), 
reproduced from 1973 Finance Facts Yearbook, a publication of 
the National Consumer Finance Association, is demonstrative of 
the importance of renewal loan practices of the consumer finance 
industry. 
As can be seen from the chart, renewal practices over a 20-
year period of time have caused the principal balance of the 
average loan outstanding at the end of a year to be approxi-
mately ten percent less than the principal amount of the average 
loan made during the year in the consumer loan industry. The 
effect of these practices on contractual maturities for terms used 
in the illustrative loans (based on sum-of-digits loan principal 
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EXHIBIT 5 
AVERAGE LOAN SIZE, FINANCE COMPANIES 
SELECTED YEARS 1950-1971 
AVERAGE SIZE OF LOAN MADE DURING YEAR 
AVERAGE SIZE OF LOAN OUTSTANDING AT YEAR-END 
Dollars 
900 
800 
700 
600 
500 
400 
300 
200 
100 
1950 1955 1959 1965 1970 1971 
YEAR 
$809 
$863 
$756 
$692 
$558 
$519 
.$386 
$326 $304 
$264 
$238 
|$199 
reductions) is approximately as follows: 
Ave rage term of loan made during 
year 
Ave rage remaining term of loan out-
standing at end of year 
Ave rage remaining term of loan at 
date of renewal 
Months 
12 24 30 
8 17 21 
7 15 18 
I f the illustrative loans are treated as average loans, Loan A 
wou ld be renewed after 5 months; Loans B and C, after 9 months; 
and Loan D, after 12 months. Since Loans A and C are retail 
contracts, the renewal loan wou ld be a direct cash loan probably 
in the amount of or perhaps slightly in excess of the amount of 
the original retail contract. A l l costs applicable to the original 
loans wou ld cease at the renewal dates, at which t ime hindsight 
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would show that possibly as much as 90 percent of the cost allo-
cation for anticipated bad debt losses should then be allocated to 
the renewal loan. Direct out-of-pocket costs frequently are not as 
high for renewal loans because filing fees paid in connection with 
the original loan usually need not be paid a second time. The 
indirect expenses of renewing a loan are more likely to be less 
than similar expenses incurred in the making of the original loan. 
The cost of borrowed funds and servicing, collection, and other 
operating costs applicable to the original loans, however, would 
approximate amounts incurred and recorded as of the renewal 
dates. 
Assuming that only the cost allocation for bad debt losses is 
adjusted in connection with making the renewal loans, costs of 
the illustrative loans, if renewed on the basis of industry aver-
ages, would be as shown in Exhibit 6, below. 
EXHIBIT 6 
Loan 
Retail Direct Retail Direct 
$500 $800 $3,000 $1,500 
A B C D 
Number of months outstanding 5 9 9 12 
First half of life of the loan: 
Loss provision, etc. (at 10% 
of amount listed on page 
27) $ 1.00 $ 2.40 $ 3.00 $ 3.00 
Direct costs .50 1.00 1.85 
Indirect expenses 6.00 6.00 24.00 9.00 
Acquisition cost 7.50 9.40 27.00 13.85 
Servicing, etc. 6.25 15.75 20.25 27.00 
Cost of borrowed funds 3.64 10.00 40.00 24.75 
Subtotal 17.39 35.15 87.25 65.60 
Last half of life of the loan: 
Servicing, etc. 6.25 15.75 20.25 27.00 
Cost of borrowed funds 2.86 8.00 32.00 19.35 
Subtotal 9.11 23.75 52.25 46.35 
Total $26.50 $58.90 $139.50 $111.95 
At the time a loan is renewed, the rebate of deferred finance 
income due the customer is calculated on the same basis as if 
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the loan had been paid in full at that time. By law and regula-
tion, these rebates are usually required to be made on bases 
approximating sum-of-digits calculations; however, in some juris-
dictions portions of up to three percent of the faces of the notes 
are non-refundable. Gross income earned on the illustrative loans, 
if renewed or paid in full after five, nine, nine, and twelve months, 
respectively, is as shown in Exhibit 7, below. 
EXHIBIT 7 
Loan 
Retail Direct Retail Direct 
$500 $800 $3,000 $1,500 
A B C D 
Number of months outstanding 5 9 9 12 
Gross income earned: 
Non-refundable fee $15.00 $ 8.00 $ 15.00 $ 15.00 
Refundable portion sum-of-
digits basis 32.69 98.40 207.00 192.83 
Total $47.69 $106.40 $222.00 $207.83 
The tabulation (Exhibit 8 ) which follows compares income 
earned during the first and last half of the lives of each of the 
illustrative loans on the aforementioned bases of renewal. 
EXHIBIT 8 
Loan 
Retail Direct Retail Direct 
$500 $800 $3,000 $1,500 
A B C D 
Number of months outstanding 5 9 9 12 
Pro rata without transfer:* 
First half $13.75 $ 32.25 $ 67.50 $ 64.00 
Last half—as amortized 13.75 32.25 67.50 64.00 
Last half—at time of re-
newal** 20.19 41.90 87.00 79.83 
Subtotal 33.94 74.15 154.50 143.83 
Gross income earned $47.69 $106.40 $222.00 $207.83 
* Transfer from deferred finance income to income in the month the loan 
is recorded, an amount equivalent to estimated acquisition costs. 
** Adjustment resulting from calculation of rebate as required by law or 
regulation. 
Continued 
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EXHIBIT 8, continued 
Loan 
Retail Direct Retail Direct 
$500 $800 $3,000 $1,500 
A B C D 
Pro rata with transfer:* 
First half $26.81 $ 57.44 $111.38 $ 96.68 
Last half—as amortized 10.31 26.43 57.37 55.83 
Last half—at time of re-
newal** 10.57 22.53 53.25 55.32 
Subtotal 20.88 48.96 110.62 111.15 
Gross income earned $47.69 $106.40 $222.00 $207.83 
Combination: 
First half $26.24 $ 59.76 $129.75 $116.32 
Last half—as amortized 16.07 43.44 86.25 86.00 
Last half—at time of re-
newal** 5.38 3.20 6.00 5.51 
Subtotal 21.45 46.64 92.25 91.51 
Gross income earned $47.69 $106.40 $222.00 $207.83 
Effective yield without 
transfer:* 
First half $23.69 $ 57.33 $120.00 $113.55 
Last half—as amortized 18.62 45.87 96.00 88.77 
Last half—at time of re-
newal** 5.38 3.20 6.00 5.51 
Subtotal 24.00 49.07 102.00 94.28 
Gross income earned $47.69 $106.40 $222.00 $207.83 
Effective yield with transfer:* 
First half $34.27 $ 78.00 $156.00 $139.90 
Last half—as amortized 13.96 37.60 81.60 77.44 
Last half—at time of re-
newal** (.54) (9.20) (15.60) (9.51) 
Subtotal 13.42 28.40 66.00 67.93 
Gross income earned $47.69 $106.40 $222.00 $207.83 
° Transfer from deferred finance income to income in the month the loan 
is recorded, an amount equivalent to estimated acquisition costs. 
** Adjustment resulting from calculation of rebate as required by law or 
regulation. 
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The following tabulation (Exhibit 9 ) shows profits in the first 
and last half of the lives of the illustrative renewal loans (gross 
income earned as shown in the first preceding tabulation less 
costs as shown in Exhibit 6 on page 32) . 
EXHIBIT 9 
Loan 
Retail 
$500 
A 
Direct 
$800 
B 
Retail 
$3,000 
C 
Direct 
$1,500 
D 
Pro rata without transfer:* 
First half 
Second half 
$(3.64) 
24.83 
$(2.90) $(19.75) 
50.40 102.25 
$(1.60) 
97.48 
Pro rata with transfer:* 
First half 
Second half 
9.42 
11.77 
22.29 
25.21 
24.13 
58.37 
31.08 
64.80 
Combination: 
First half 
Second half 
8.85 
12.34 
24.61 
22.89 
42.50 
40.00 
50.72 
45.16 
Effective yield without trans-
fer:* 
First half 
Second half 
6.30 
14.89 
22.18 
25.32 
32.75 
49.75 
47.95 
47.93 
Effective yield with transfer:* 
First half 
Second half 
16.88 
4.31 
42.85 
4.65 
68.75 
13.75 
74.30 
21.58 
Total profit $21.19 $47.50 $82.50 $95.88 
* Transfer from deferred finance income to income in month the loans are 
recorded, an amount equivalent to estimated acquisition costs. 
A comparison of the foregoing tabulation with the one appear-
ing in Exhibit 4, page 29, shows that, although the combination 
method continues to result in the best matching of costs with 
revenues, results of the pro rata method with transfer and the 
effective yield method without transfer are dramatically im-
proved. The results of these two methods are also closer to each 
other for renewal loans than in the case of loans paid to maturity. 
If portions of reductions in direct out-of-pocket costs and 
indirect expenses attributable to renewal loans are considered 
to be, in part, reductions of actual costs of original loans, the 
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profit in the first half of the lives of the loans listed in the fore-
going tabulation would be increased, and profits in the last half, 
decreased. 
The percentage of renewal loans compiled and reported each 
year by consumer finance companies would be higher than 70 
percent if loans "renewed" by competitors were so reported and 
not included in the same classification as new loans. Since the 
volume of loans made by the industry each year approximates 
80 percent of the loans outstanding at the beginning of the year, 
probably at least half and possibly as much as two-thirds of loans 
outstanding at any given point in time will be renewed within 
one year, and a substantial portion of the remainder will be re-
newed within the next year. 
Practice has shown that, on a mass basis, results under the 
effective yield method without transfer often approximate those 
of the pro rata method with transfer, especially in the absence of 
rapid growth or contraction. Increased availability and use of 
computers during the past ten years has enabled many finance 
companies using manual pro rata methods with transfers to com-
pare results with calculations made from time to time under 
effective yield methods without transfers. These comparisons 
have enabled the companies making them to adjust the transfer 
(acquisition) factors to points at which differences in the two 
methods have been not only not material but, in some cases, 
totally inconsequential. 
Accounting Requirements 
Deferred Finance Income. The Committee believes that the 
most theoretically desirable objective is to account for all income 
from lending operations on the combination method and that this 
method is preferable in accounting for income earned on dis-
count-basis finance receivables. However, at present, the prac-
ticality of this method has not been sufficiently established, and 
for this reason the combination method should not now be desig-
nated as the only acceptable method. 
The effective yield method without transfer (no acquisition 
factor) is an acceptable alternative to the combination method. 
The effective yield method is therefore acceptable in accounting 
for income earned on all discount-basis finance receivables. Be-
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cause sum-of-digits calculations running over a long number of 
years produce results which are materially different from those 
obtained by using other mathematical techniques, its use in ap-
plying the effective yield method should be limited to contracts 
and loans with initial maturities of not more than 84 months. 
Long-term maturities require the effective yield method to be 
applied by using more precise mathematical techniques which 
produce results comparable to those resulting from accruing in-
terest on interest-bearing loans. 
The pro rata method with transfer (acquisition factor con-
sisting of anticipated bad debt losses and direct—out-of-pocket-
acquisition costs) is also an acceptable alternative to the com-
bination method especially in circumstances in which the cost of 
borrowed funds is less than servicing, collection, and other oper-
ating costs. Accordingly, its use is acceptable in accounting for 
income earned on discount-basis finance receivables generally 
characterized by balances of $5,000 and under and with initial 
maturities of less than 61 months. Indirect acquisition costs 
should not be included in the transfer calculated under this 
method. Such costs in most circumstances are difficult to measure 
and therefore are not subject to estimation within limits which 
are otherwise acceptable for use of this method. In those circum-
stances in which these costs can in fact be measured, the com-
bination method should be used. 
The effective yield method with transfer and the pro rata 
method without transfer fail to match costs with revenues as 
closely as the methods recommended in the preceding para-
graphs. Similarly, the fixed percentage method fails to match 
costs with revenues except in unusual circumstances. The use of 
these three methods should therefore be discontinued. 
Any other method, with the exception of methods expressly 
prohibited in the preceding paragraph, which consistently pro-
duces results that fall between those that would be obtained by 
using the effective yield method without transfer (minimum 
balance in deferred finance income at end of period) and the 
pro rata method with transfer (maximum balance in deferred 
finance income at end of period) is also acceptable in accounting 
for income earned on finance receivables generally characterized 
by balances of $5,000 and under and with initial maturities of 
less than 61 months. 
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When a finance company has various types of receivables, it 
may be necessary to carry the receivables in more than one cate-
gory and apply whichever of the acceptable methods is most 
practicable or most appropriate to each category. In accordance 
with the requirements of APB Opinion No. 22, the notes to finan-
cial statements should disclose the method or methods used in 
determining finance income earned. 
Pursuant to paragraphs 4 and 16 of APB Opinion No. 20, this 
audit guide constitutes sufficient support for justification of a 
change from one of the methods which are to be discontinued to 
one of the methods which continue to be acceptable. Inasmuch as 
the combination method is designated herein as the preferable 
method, a change thereto from the effective yield method with-
out transfer or the pro rata method with transfer is also justified 
by this guide. 
Loss Recognition. It is the Committee's belief that accounting 
for finance income within the limitations herein recommended 
will result in a balance in the deferred finance income account 
which should be sufficient on a going concern basis to cover the 
cost of carrying, servicing, and collecting the related receivables. 
However, if conditions at present are indicative of a curtail-
ment of operations which could result in a significant reduction 
of the receivable portfolio, the estimated cost of such portfolio 
reduction should be determined and provision made for losses, 
if any, which may be incurred. 
Timing of Income Recognition—Accrual or Collection Basis. If 
the accrual basis is used, its application should include appro-
priate limitations on transfer to operations of finance income on 
delinquent accounts, and the allowance for credit losses should 
include an amount to cover loss of income which has been 
accrued on delinquent accounts for which collection is not rea-
sonably assured. Absence of these elements from the accounting 
system dictates use of the collection basis of accounting whenever 
the amount of delinquent accounts is material. 
Rebates, Extensions, and Delinquency Fees. Under the collec-
tion basis, rebates of deferred finance income should be charged 
to operations in order to offset the amounts recognized as "earned" 
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at the time of liquidation of related receivables by prepayment 
or charge-off. Extension fees should be credited to operations 
to compensate for deferral to future periods of deferred finance 
income which would otherwise have been recognized as being 
earned in the current period. 
On the accrual basis, rebates of finance income should be 
charged and extension fees should be credited to deferred finance 
income. Accordingly, in instances where accounting for income 
earned is done by grouping accounts or by using lapse schedules, 
rebates charged to deferred finance income should be spread 
as negative amounts over either the actual or the average number 
of months the related contracts have left to run, and extension 
fees credited to deferred finance income should be spread as 
positive amounts over the extension period to reflect the longer 
terms of the receivables. In instances where accounting for 
income earned is done by individual account and no amortization 
of finance income is made in the month an extension is granted, 
rebates and extensions should be accounted for in the manner 
described for collection basis accounting. 
Delinquency fees should be credited to operations at the time 
of collection or accrual irrespective of the basis of accounting 
used because such fees are additional finance income covering 
additional periods for which payments have been outstanding 
beyond contractual payment dates. 
Interest-Bearing Loans. Finance income earned on interest-
bearing loans generally has been recorded in operations as and 
when collections are made. This results in income being recog-
nized on the same basis as the effective yield method with no 
acquisition factor and is therefore recognized as an acceptable 
method of accounting for interest-bearing loans. However, the 
other recommended methods for discount-basis receivables may 
also be used on interest-bearing loans. 
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SCHEDULE I 
Formula for Inventorying Deferred Finance Income Where 
Sum-of-Digits Method (Collection Basis) Is Used 
Computations under this method can be made by use of the 
following formula: 
M = number of months remaining in contract based on un-
paid balance (account balance amount divided by the 
amount of scheduled payment) 
T = contract payment period (number of months) 
D = original amount of net finance income 
M2 + M 
T2 + T X D = Amount of deferred finance income (E) 
Assuming the following: 
Number of months remaining = 6 
Contract payment period = 24 
Original amount of deferred finance income = $90 
62 + 6 
2 4 2 + 2 4 
36 + 6 
576 + 24 
X $90 = E 
X 90 = E 
42 
600 X 90 = E 
$6.30 = E 
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SCHEDULE 2 
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Formula for Inventorying Deferred Finance Income Where 
Sum-of-Digits Method (Accrual Basis) Is Used 
If the sum-of-digits accrual method is used by the client, 
the inventorying of deferred finance income necessitates making 
calculations based upon the following: ( 1 ) the original number 
of installments of the contract, (2) the remaining number of 
unmatured installments of the contract, and (3) original amount 
of finance income. In the formula, C and D have the same mean-
ing as in Schedule 4; A is the month-digits base in the contract 
payment period, and B is the month-digits remaining at the 
inventory date. The formula remains 
B_ 
X X C = D 
N being the number of months, the equation for the sum-ot-
digits is 
N (N + 1) 
2 
Thus, the month-digits in a twelve-month contract are 78: 
12 (12 + 1) 156 
2 2 
= 78 
If a contract had five months to run to maturity, the month-
digits would be 15: 
5 ( 5 + 1 ) = 30 
2 2 = 15 
Assuming the following: 
Contract payment period = 12 months 
Unmatured installments at date of inventory = 5 
Original amount of net finance income = $90 
B 
A X C = D 
15 
78 X $90 = D 
$17.31 = D 
SCHEDULE I 
Computation of Earned Income Under Pro Rata Collection 
(Liquidation) Method 
Month 
Bases First Second Third Fourth 
Receivables at beginning (A) $500,000 600,000 700,000 760,000 
Purchases during the month 200,000 200,000 200,000 240,000 
Total 700,000 800,000 900,000 1,000,000 
Deduct receivables at end of 
month ( B ) 600,000 700,000 760,000 924,000 
Liquidation during month (C) $100,000 100,000 140,000 76,000 
Percent of liquidation 
( C ) ÷ ( A ) ( D ) 20% 16.6% 20% 10% 
Deferred income at begin-
ning ( E ) 50,000 60,000 60,000 63,000 
Add charges on purchase ( F ) 20,000 10,000 15,000 12,000 
Total 70,000 70,000 75,000 75,000 
Deduct liquidation 
(D) X (E) (G) 10,000 10,000 12,000 6,300 
Deferred income at end $ 60,000 60,000 63,000 68,700 
Amount earned—(from (G) 
above) 10,000 10,000 12,000 6,300 
Deduct rebates (see note) 1,000 1,000 1,200 600 
Net earnings $ 9,000 9,000 10,800 5,700 
NOTE: The amount of rebate given to the debtor for prepayment under this 
method should be charged to income because if 100 percent of the account 
is liquidated (by prepayment) 100 percent of the unearned income would 
be transferred to earned income. On the analysis of a single account such a 
rebate, if charged to unearned, would create a debit balance in the un-
earned for that, account. 
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SCHEDULE I 
Formula for Inventorying Deferred Finance Income 
When Pro Rata Methods Are Used 
This inventory requires the summarization of data pertaining 
to amounts outstanding by groups. It is a cumbersome procedure 
without data processing equipment. 
The formula for deferred finance income is as follows: 
B 
A X C = D A 
$58.00 = D 
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580 
1,000 X $100 = D 
B 
A X C = D 
_6 
24 X $100 = D 
$25.00 = D 
Collection Basis 
A=Original amount of the note. 
Assume $1,000. 
B=Unpaid balance of the re-
ceivable. Assume $580. 
C=Original amount of finance 
income. Assume $100. 
D=Amount of deferred finance 
income. 
Accrual Basis 
A=Term of note. Assume 24 
months. 
B=Month of maturity of note. 
Assume 6. 
C=Original amount of finance 
income. Assume $100. 
D=Amount of deferred finance 
income. 
Chapter 3 
Allowance for Losses 
Credit losses are inherent in the finance business and an ade-
quate provision for losses is essential. Fair presentation of the 
financial position of the finance company, in conformity with 
generally accepted accounting principles, requires the related al-
lowance for losses to be sufficient to cover the estimated losses 
in the receivable portfolio even though the specific uncollectible 
accounts cannot be identified. 
The provision for losses should be considered in two segments: 
(a) that portion needed to absorb losses which are anticipated 
based on the type of receivable, loss experience, etc. (provision 
for these should be made when the loans are made or when the 
receivables are otherwise acquired); and (b) that portion related 
to losses which occur because of a change in economic condi-
tions, other unexpected factors, or adjustments to original esti-
mates after the time of making the loan (provision for these 
should be made as soon as the change becomes evident). The 
latter category includes large losses on wholesale, capital loans, 
and commercial financing receivables and abnormal losses on re-
tail contracts and direct cash loans. Provisions necessary to re-
cord allowances needed to cover losses not originally anticipated 
must be treated as ordinary charges to operations for the period 
in which the loss becomes evident. These provisions should not 
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be reported as extraordinary items (APB Opinion No. 9, "Re-
porting the Results of Operations"), nor should they be included 
in the computation of acquisition costs. 
If receivables are acquired by bulk purchase, the allowance for 
losses thereon should be provided in the allocation of the pur-
chase price. Similarly, the allowance for losses applicable to re-
ceivables sold in bulk should be included in the determination of 
the gain or loss on sale. 
In general, the allowance for losses on retail contracts and di-
rect cash loans is evaluated by considering the company's loss 
experience, the condition of the receivables at date of the finan-
cial statements, general economic conditions, etc. Before this 
evaluation can be accomplished, however, all identifiable losses 
carried in the outstanding receivable file should be written off, 
e.g., deficiency balances, repossession inventories of no value, old 
delinquent accounts, accounts in the hands of attorneys, whole-
sale receivables for which related collateral has been sold out of 
trust, capital loans receivable from dealers who have gone out of 
business, etc. 
Trends in delinquency and loss experience and the reasons 
therefor should be considered. For this purpose, the receivables 
should be segregated by type (retail contracts, direct cash loans, 
wholesale loans, capital loans, commercial finance receivables, 
etc.). There are two loss ratios commonly used in evaluating loss 
experience trends. One of these is the relationship of net credit 
losses to receivables liquidated (beginning balance plus volume 
during the period, excluding old balances of renewed accounts in 
case of direct cash loans, less ending balance). The other is the 
ratio of net credit losses to average monthly outstandings for the 
period; historically, this has been the accepted loss ratio for di-
rect cash loans, especially during the earlier years when average 
loan maturities did not extend too far beyond one year. When the 
latter ratio is used, it should always be computed on an annual-
ized basis if the period is less than one year. 
These ratios can be unrealistic as a measure of the adequacy 
of the allowance in given situations. For example, the ratio of 
net credit losses to average monthly outstandings only measures 
one year's losses. In the case of long-term receivables, the aver-
age term of the receivables will extend over a much longer pe-
riod; in rapid growth situations, the recognition of losses always 
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lags behind the increase in receivables so that the ratio is in-
variably lower than it will be after the receivables have leveled 
off. Accordingly, under certain conditions, the ratio of losses to 
average monthly outstandings is not an appropriate measuring 
device. 
The direction of the trend is important. If the ratio of losses 
to liquidation has been increasing rather than decreasing, a larger 
allowance for losses will be indicated. 
The policies followed in aging the accounts as well as the de-
gree and relative amounts of delinquency must be considered at 
the time increases or decreases in the balance in the allowance 
for losses are contemplated by management. In general, the col-
lectibility of receivables that are over 90 days delinquent should 
always be questioned. The cost of collecting delinquent accounts 
must also be evaluated. In those cases where liberal extension 
policies or practices are employed, extended accounts should be 
reviewed even though such accounts are not classified as de-
linquent. 
As is more fully explained in Chapter 11, the independent 
auditor should have a full understanding of the company's aging 
policy and the effect thereon of renewals either made or per-
mitted to be made within the framework of the company's overall 
operating plan or policy. A distinction should be drawn between 
accounts renewed with significant amounts of additional cash 
being advanced to customers and accounts rewritten with little 
or no additional cash advanced to customers. Special attention 
should be given to any unusual payment activity which might 
affect aging of accounts on a recency-of-payment basis. 
Any change in the intensity of collection effort bears impor-
tantly on the adequacy of the allowance for losses. A decrease 
in amounts budgeted for salaries and other collection costs for 
the succeeding year could indicate a reduction in collection effort 
with resulting increases in delinquency and bad debts. 
National statistics on delinquency and allowances for losses, 
although helpful, are not necessarily indicative of the needs or 
requirements of a particular finance company and for this reason 
should be used with care. Each individual situation must be 
evaluated on its own separate set of facts and circumstances. 
Historically, sales finance and consumer loan companies have 
accounted for charge-offs on either a gross or a net basis, depend-
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ing upon the internal reporting methods of individual companies. 
The Committee considers the net basis to be the preferable basis 
of accounting for losses on charged-off receivables and suggests 
that financial statements for all finance companies be prepared 
on this basis. (The Committee does not believe, however, that 
the net basis of reporting should be extended to account aging 
or to other information relating to receivables furnished ex-
ternally. ) 
In general, allowances relating to wholesale, capital loan, and 
commercial finance receivables should be evaluated on the basis 
of an inventory of the specific problems and potential losses in-
herent in these receivables at any audit date. Receivables with 
specific problems should be identified and evaluated individually, 
and the overall estimated loss exposure thereon should be re-
lated to the allowance for losses. As a general rule, the value of 
the underlying collateral is the most important factor in consider-
ing the adequacy of the allowance for credit losses on wholesale, 
capital loan, and commercial finance receivables. 
As explained in Chapter 11, the independent auditor under-
taking an examination of a finance company must make a de-
termination concerning the reasonableness and the propriety of 
the company's charge-off policy. Such a determination must pre-
cede all of the foregoing measurements and evaluations which 
necessarily depend upon the propriety of the charge-off policy. 
If the company, as a part of its policy, has a procedure which 
"automatically" charges off accounts which are a specified num-
ber of days—such as 270—past due, the independent auditor 
should consider the effectiveness of such procedure and whether 
the number of days specified is appropriate. If the company 
does not have this "automatic" procedure, the independent audi-
tor should consider the effect such a procedure, if used, might 
have upon his evaluation of the adequacy of the allowance for 
losses. The company's charge-off policy should be disclosed in 
a footnote to its financial statements. 
The allowance for losses should be shown separately in the 
balance sheet as a deduction from the related receivables. Pro-
vision for losses (both the amount provided at acquisition to 
cover anticipated losses and amounts subsequently provided to 
cover unanticipated losses) should appear in the income state-
ment as a separate expense item. 
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Chapter 4 
Repossessions 
Repossessions are chattels and other property of which a fi-
nance company takes possession to avoid or minimize a loss on a 
receivable which has been deemed to be uncollectible. 
Repossessions which originate from retail contracts may be the 
responsibility of the dealer who sold the property or of the fi-
nance company, depending upon the agreement between the par-
ties as to recourse. Many variations in the terms of agreements 
are encountered. Some of the more common arrangements are 
the following: ( 1 ) Full recourse—The dealer is required to pay 
the finance company the unpaid balance in the account at date 
of repossession (net of unearned insurance premiums, unearned 
finance income, etc.), and disposition of the property is the 
dealer's responsibility; (2) Partial recourse—The dealer is liable 
for repossession losses up to an agreed amount, e.g., the balance 
in his dealer's reserve account (see Chapter 7) ; (3) Limited re-
course—The dealer is liable only for a certain period of time or 
to the extent of the amount credited to his dealer's reserve ac-
count for the specific loan which resulted in repossession; and 
(4) No recourse—The loss, if any, is entirely that of the finance 
company. 
Occasionally, finance companies permit dealers to finance the 
repurchase of dealer repossessions by making a wholesale loan 
on such repossessions. In those instances where the dealer is not 
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in a position to pay such loans from resources other than proceeds 
from the sale of repossessions, then, for all practical purposes, the 
loans may be considered as if they were repossessions held di-
rectly by the finance company. 
Generally, sales finance and consumer loan companies dispose 
of repossessions quickly through wholesale buyers, and at any 
given time the number of such items on hand is relatively small. 
However, proper accounting control requires the segregation of 
these items from the receivable accounts, even though the 
amounts involved are not material. Infrequently, finance com-
panies must repossess property securing wholesale (floor-plan) 
receivables; a finance company may incur substantial losses in 
such a situation because of the difficulty it may encounter in sell-
ing the property quickly at wholesale prices to other dealers. 
From the time the property is repossessed, the receivable 
probably contains an element of loss. However, since the exact 
amount of loss is not known prior to disposition or sale of the 
property, the estimated loss should be recorded at the time of 
repossession. (When the period from date of repossession to dis-
position is short and anticipated losses are not material, sales 
finance companies usually do not provide for loss on reposses-
sions until the repossessed property is sold.) During the period 
from repossession to disposition, the customer's account should 
be charged with repossession expenses and credited with insur-
ance cancellations, rebate of unearned finance income, amounts 
from dealer reserves, and the proceeds from the sale of the re-
possessed property. The remaining balance, if any, will be an 
adjustment of the previous loss estimate and charged to the 
allowance for losses. 
Material amounts of repossessions should be reported sepa-
rately in the balance sheet and should be carried at the lower 
of cost or estimated realizable value net of expense of disposition. 
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Chapter 5 
Bulk Purchase of Receivables and 
Acquisition of Finance Companies 
Existing finance operations are often purchased. Such pur-
chases may be of receivable portfolios of existing branches of a 
finance company or of an entire finance company. The assign-
ment of purchase price must be based on factors present at the 
time of acquisition in accordance with APB Opinion No. 16. 
The more significant assignment problems are discussed in 
this chapter. 
Receivables 
The portion of purchase price assigned to receivables will de-
pend basically on quality and current yield expectation on the 
balances deemed collectible. The carrying value of both discount-
basis and interest-bearing receivables should be adjusted based 
on these factors; the component which is an allowance for antici-
pated losses should be recorded separately. 
Other Assets Except Goodwill 
In addition to assigning portions of the purchase price to re-
ceivables and other operating assets such as fixed assets, unex-
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pired insurance premiums, and prepaid rent, paragraph 88 of 
APB Opinion No. 16 also calls for a portion to be assigned to 
intangible assets to the extent identifiable. These identifiable in-
tangibles usually are the following: 
1. In the case of direct cash loans and some retail contracts 
(generally collateralized by furniture and appliances), the ac-
counts purchased will often provide new customers who may 
be expected to borrow from the acquiring company in the 
future. Because such present and prospective customers can 
be obtained without incurring new office start-up costs, and 
because the loans may be seasoned, a net "premium" is usu-
ally paid on acquisition of direct cash loans. The net premium 
is determined by examining or grading each loan and assign-
ing it to one of several quality categories. Occasionally a 
value is also assigned to presently inactive accounts. 
2. The sellers may enter into a non-compete agreement, thereby 
providing the purchasers some protection from competition 
in a given geographic area. 
3. Valuable loan licenses may be transferred which otherwise 
would not be available to the purchaser. 
4. The operating locations may be deemed highly desirable or 
the lease terms may be considered more favorable than other-
wise available. 
Goodwill 
The entire organization, taken as a going concern, might have 
a value in excess of the value of its identifiable tangible and in-
tangible assets. This excess is considered the goodwill of the ac-
quired company. 
Amortization of Intangibles 
Accounting for intangible assets that a company acquires, in-
cluding goodwill acquired in a business combination, is dis-
cussed in APB Opinion No. 17. This Opinion requires that useful 
lives of identifiable intangible assets such as net premium, non-
compete agreement, loan license, and leases be estimated sepa-
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rately so that appropriate periods of amortization may be de-
termined. Goodwill also should be amortized in accordance with 
the requirements of APB Opinion No. 17. 
Liabilities 
Long-term debt price may have stated interest rates which do 
not reflect the current cost of financing. In those situations the 
general guides listed in paragraph 88 of APB Opinion No. 16 
provide for a discount (or premium) to be recorded and system-
atically amortized to the maturity dates of the related debt. 
Future period interest costs will include adjustments for amorti-
zation of the discount (or premium) established. 
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Chapter 6 
Deferred Start-Up Costs 
Some finance companies have adopted a practice of deferring 
start-up costs of new loan offices beyond the accounting period 
in which they are incurred. These expenses generally have been 
measured by net operating losses of the office during the initial 
operating period (not more than a stated number of months, 
such as 12, subsequent to opening). 
Accountants who support the practice of deferring start-up 
costs argue that such deferral is proper in order to match costs 
with revenues. They believe that it is inappropriate to charge 
initial net losses of a new office to operations since a new office 
is opened with the expectation that, initially, it will be unprofit-
able but that the ultimate result will be a contribution to earn-
ings; therefore, the initial net losses may be deferred to profit-
able periods. Further, they believe a company's earnings should 
not be reduced just because it is expanding its operations and 
that only if such new office's operations continue to be unprofit-
able beyond the "development" period should management be 
charged for what then (but not before) appears to have been an 
unsuccessful undertaking. 
Those who oppose deferral of these costs believe such practice 
is akin to capitalization of internally developed goodwill. They 
see no substantial difference between opening a new office and 
embarking on a significant program for increasing the number 
of loans in an existing office. 
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The position expressed in opposition to capitalization of in-
ternally developed goodwill in the view of the Committee ap-
pears to be the only one that can be supported within the frame-
work of current generally accepted accounting principles; there-
fore, deferral of start-up costs should be restricted to those costs 
incurred prior to the end of the month during which the office 
is opened. Such costs should be amortized over a relatively short 
period. 
In the event of sale of an operating office or of a substantial 
portion of the receivables of the office, applicable unamortized 
start-up costs must be charged to gain or loss on the sale. If an 
office is closed and the receivables are transferred to another of-
fice within the group, a determination must be made as to 
whether the unamortized amount should be written off or trans-
ferred with the receivables and the amortization program con-
tinued on the basis originally established. This decision should be 
based on whether there may be a significant future benefit to the 
operations of an office different from the one which originated 
the receivables. 
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Chapter 7 
Dealers' Reserves and Deferred 
Certificates or Holdbacks 
In practically all instances where finance companies purchase 
significant amounts of retail contracts from dealers, the purchases 
are made under provisions of agreements which provide for the 
dealers to share in the gross finance income on contracts origi-
nated by them. Since the agreements are a matter of negotiation 
between the dealers and the finance companies, the provisions 
can vary considerably from one company to another and also 
between dealers doing business with the same company. A 
dealer's income on loans originated by him may be based upon 
a percentage of either the gross finance income or the principal 
amount of the contracts purchased (a fixed amount per con-
tract ), or it might be the difference between the finance income 
to be received by the finance company and the total finance 
income included in the face of the contract. 
The most common arrangement for payment of reserve bal-
ances to dealers provides for the accumulation of the balance 
until the amount thereof, after reducing it for losses, rebates, etc., 
originating from the related loans exceeds a percentage of the 
related outstanding receivables, at which time the excess is pay-
able to the dealer. This percentage, which is negotiated sepa-
rately with each dealer, is generally based upon the loss experi-
ence of the contracts purchased from the dealer. Occasionally 
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agreements provide for the dealer's portion of the finance 
charges to be paid immediately or shortly after the purchase of 
installment notes by the finance company; in such cases, the 
amounts should not be credited to the dealers' reserve account 
and reported as such, but should be included in accounts pay-
able. 
Frequently, the dealers are charged with portions of any re-
bates of finance income resulting from the prepayment of con-
tracts originated by them; such amounts usually are determined 
on the same basis as the dealers' original participations. In the 
case of non-recourse paper, the dealer has no obligation to ab-
sorb any of the losses on contracts originated by him unless 
fraud or misrepresentation exists. In the case of contracts sold 
with recourse, the dealer is responsible for some portion of the 
losses, and his reserve balance provides assurance to the finance 
company that he will be able to meet at least a part of his obli-
gation to repurchase the contracts or otherwise reimburse the 
finance company for losses; such obligation can vary from being 
responsible for all of the loss in the case of full recourse to only 
a portion of the loss in the case of partial recourse. 
Deferred certificates or holdbacks represent amounts withheld 
from dealers on the purchase of specific contracts with greater 
than normal credit risk. This increased risk may result from either 
an insufficient down payment, excessively long repayment period, 
or the borrower having a poor credit rating. The deferred cer-
tificates are generally held until either the customers have paid 
a certain number of installments or the balances of the receiv-
ables have been reduced to specified dollar amounts. In some 
cases, amounts are withheld from all contracts purchased and 
allowed to accumulate until the total equals a specified per-
centage of balances of related contracts purchased from the 
dealer. Deferred certificates or holdbacks may be required regard-
less of whether applicable contracts are purchased with or with-
out recourse under provisions of dealers' reserve agreements. 
In most instances separate control accounts are carried in the 
general ledger for dealers' reserves and deferred certificates, 
with supporting details maintained in subsidiary records. Credits 
to the accounts arise from dealers' participations in finance income 
and the holdback of amounts due dealers on contracts purchased. 
Charges to the accounts arise from the rebating of finance income 
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on prepayment of accounts, charge-off of uncollectible balances 
under provisions of agreements, and payment of balances to 
dealers in excess of minimum requirements. Debit balances in 
the dealers' reserve accounts (which almost always arise from 
abnormal loss situations where current losses charged to reserve 
accounts exceed credits arising from the purchase of new con-
tracts ) generally should be charged off immediately to the allow-
ance for losses. The only exceptions to charging-off such debit 
balances are those situations where it appears the dealer is finan-
cially responsible and will be able to meet his obligations under 
reserve agreements. 
Dealers' reserves and deferred certificates, which may be com-
bined as one amount for reporting purposes, should always be 
shown as a liability in the financial statements. 
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Chapter 8 
Insurance 
Insurance activities of finance companies involve insurable 
risks in connection with loan transactions. There are three general 
types of insurance coverage: 
1. Life insurance coverage to provide for loan repayment in the 
event of the debtor's death. 
2. Accident and health (A & H) coverage to provide for loan 
payments in the event of the debtor's illness or disablement. 
3. Fire and casualty coverage on collateral or other property. 
The insurance coverages may be written by an insurance sub-
sidiary of the finance company or by an independent insurer; 
in some instances, the independent insurer will reinsure such 
risks with an insurance subsidiary of the finance company. The 
independent insurer (and in many instances the insurance sub-
sidiary) will pay commissions either on an advance and/or ret-
rospective basis to the finance company. 
The types of insurance listed above can be issued either on 
a group or on an individual basis. Issuance of a group policy 
will occur where one entity has extended credit to a number of 
persons for specific types of indebtedness, such as loans on auto-
mobiles, furniture, home improvements, and similar items. In 
these situations, an insurance policy will be issued to the finance 
company which, in turn, will issue individual certificates to the 
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customers. Generally, these group policies will be subject to pre-
mium rating adjustments to the finance company, dependent 
upon the cancellation and claim experience and profitability 
of the group. In contrast to group credit insurance where there 
is no contract between the insurance company and the insured 
customer, individual credit insurance policies are issued directly 
to the debtor by the insurer and are not normally subject to a 
premium adjustment. 
Finance companies placing insurance for insured customers 
with insurance companies, either subsidiary or non-affiliated com-
panies, usually receive a commission from the insurance com-
pany. This commission income may be related to (a) a percentage 
of the premium, (b) a percentage of the premium after deduc-
tion of the insurance company's losses and an overhead factor 
(experience-rated commission), or (c) a combination of the two. 
Historically, many finance companies have recorded income 
based solely on a percentage of the premium at the time of 
writing the insurance and have made no provision for cancella-
tions or servicing costs; some companies have recorded experi-
ence-rated commissions as income only at the time such com-
missions are received, whereas others have recorded this income 
ratably over the period of the applicable policy terms. 
Insurance companies are regulated by state insurance laws 
and are required to maintain accounting records in compliance 
with the laws and regulations of the domiciliary state. Certain 
of the prescribed or permitted statutory accounting practices 
followed in the preparation of insurance company financial state-
ments for submission to such regulatory authorities are at vari-
ance with generally accepted accounting principles. Some states 
permit insurance companies to prepare their published financial 
statements on the basis of generally accepted accounting prin-
ciples, and some of them require a reconcilement to statutory 
accounting in the footnotes. 
Credit Life Insurance 
Usually, a credit life policy insures the customer's life to the 
extent of the unpaid balance of the loan so that, in the event of 
death, the debt is paid in full by the insurance company. This 
type of coverage is known as decreasing-term insurance, reflecting 
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the insurance company's decreased risk exposure as loan repay-
ments are made. Another form of credit life insurance pays the 
original amount of the loan in the event of death regardless of 
the unpaid balance of the loan at death. This type of coverage 
is known as level-term insurance. 
Credit Accident and Health Insurance 
Credit accident and health insurance generally requires the 
insurance company to make the customer's monthly loan repay-
ments during periods of illness or disability. Although the insur-
ance company's total risk exposure under an accident and health 
policy also diminishes as loan repayments are made, most claims 
are for short duration disabilities; therefore, the magnitude of 
potential claims does not decrease in direct proportion to the 
unpaid balance of the loan. 
Fire and Casualty Insurance 
Frequently, a finance company requires the collateral pledged 
as security on a loan to be protected by fire and casualty insur-
ance. Since the amount of coverage is based on the value of the 
collateral, it doesn't necessarily bear any relationship to the 
unpaid balance of the loan. Consequently, fire and casualty 
insurance written in conjunction with a loan is substantially the 
same as any other fire and casualty insurance policy covering 
similar property. 
Accounting Requirements 
The AICPA audit guide entitled Audits of Stock Life Insurance 
Companies sets forth the accounting requirements for credit life 
insurance and credit accident and health insurance companies. 
Independent auditors examining life insurance subsidiaries of 
finance companies should read the guide, particularly the two 
paragraphs under the heading "Term Contracts" appearing on 
page 69 therein and the several paragraphs under the heading 
"Accident and Health Contracts (Health Insurance)" beginning 
on page 70 of that guide. 
The accounting requirements for fire and casualty insurance 
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subsidiaries of finance companies are set forth in the AICPA 
audit guide entitled Audits of Fire and Casualty Insurance Com-
panies which should be read in its entirety by an independent 
auditor undertaking examinations of such subsidiaries. 
Insurance commissions received by finance companies from 
affiliated insurance companies or from independent insurers 
should be credited, when received, to a deferred income account 
and systematically amortized to income over the life of the 
related insurance contracts. The method of commission amorti-
zation should be consistent with the premium income recognition 
methods described in the two insurance industry audit guides 
mentioned above. For purposes of this paragraph, a method 
deemed to be "consistent" shall be any method under which the 
results obtained are not materially different from those which 
would be obtained by using the premium income recognition 
methods set forth in the insurance industry audit guides. For 
example, a finance company that places insurance with an inde-
pendent insurer may find that the method used for recognition 
of finance income produces results substantially consistent with 
those of the insurance company audit guides and, as a matter of 
convenience, may then use the same method for recognition of 
finance income and insurance commissions. The deferral and 
systematic amortization of insurance commission income results 
in proper income determination and also gives accounting rec-
ognition to refunds which may be anticipated in connection with 
cancellations of policies. 
Income from experience-rated commissions also should be rec-
ognized ratably over the period of the applicable insurance policy 
terms. Generally, insurance companies can provide statistics from 
which the finance company can accrue estimated experience-
rated commissions if the finance company does not maintain 
statistics independently. 
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Chapter 9 
Credit Questionnaires and 
Compliance Reports 
Finance companies are sometimes required to furnish their 
creditors with semiannual financial statements which have been 
examined and reported on by independent auditors. In addition, 
it is generally necessary for the companies to submit additional 
information regarding their lending activities, policies, and pro-
cedures. This additional information customarily consists of re-
sponses to the requirements set forth in credit questionnaires 
developed by a joint committee composed of representatives from 
Robert Morris Associates (The National Association of Bank Loan 
and Credit Officers) and from various trade associations of the 
finance industry. These credit questionnaires are revised from 
time to time to give effect to new developments in finance com-
pany operations and to changes in the requirements of the lenders. 
There are presently four credit questionnaires for finance 
companies: Sales Finance Company Questionnaire; Direct Cash 
Lending Questionnaire; Commercial Financing Questionnaire; 
and Credit Questionnaire for Captive Finance Companies. The 
first two questionnaires are applicable, for the most part, to inde-
pendent sales finance and consumer loan companies—companies 
which engage in financing retail sales and in making direct cash 
loans to individual borrowers. The commercial questionnaire re-
lates to those independent finance companies that provide financ-
ing services for business enterprises, including lease financing. 
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The fourth questionnaire is applicable to the so-called "captive" 
finance companies—generally those companies formed to finance 
the sales of affiliated companies. 
Many finance companies are engaged in more than one type 
of financing or lending activity and such companies are required 
to furnish information responsive to each of the questionnaires 
applicable to their activities. For example, a finance company 
engaged both in automobile retail sales financing and in making 
direct cash loans to consumers would be required to furnish 
data responsive to the pertinent sections of the Sales Finance 
Company Questionnaire and of the Direct Cash Lending Ques-
tionnaire. The various questionnaires do not cover all possible 
situations, and it is necessary for each reporting company to 
adapt the information to fit its own circumstances. In particular, 
the Credit Questionnaire for Captive Finance Companies recog-
nizes the wide differences among individual companies. It consists 
of a series of questions designed to elicit the basic information 
needed for credit analysis with the form of presentation being left 
to the individual companies. The other three questionnaires are 
much more specific and detailed. 
Each of the credit questionnaires covers a specific reporting 
period (annual, semiannual, etc.) and generally has certain basic 
information in common with the others. Each requires informa-
tion as to the type of finance and lending activities in which the 
company is engaged; the detail of the volume of business during 
the period and receivables outstanding at the end of the report-
ing period; the past-due status of outstanding receivables; the 
credit loss experience for the period; information as to certain 
basic operating policies; a detailed description of the method 
of accounting for deferred finance income; and information as to 
the terms and liquidity of finance receivables. Sales finance com-
panies are required to analyze volume and outstanding receiv-
ables by type of financing (automobiles, appliances, mobile 
homes, home improvement, etc.) and to indicate significant con-
centration, if any, in any one dealer or dealers. Consumer loan 
companies are required to schedule collection activity on their 
outstanding loans receivable and to analyze loan volume by type 
of borrower. Commercial finance companies must submit speci-
fied information for the larger loans in each of their receivable 
classifications and as to significant concentrations in any one 
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debtor or group of affiliated debtors. Reference is made to copies 
of the questionnaires and to the explanatory material accompany-
ing them for complete information as to the various questionnaire 
requirements. 
In many instances, the information required by the question-
naires is included in financial reports to creditors as supple-
mentary data to the basic financial statements. In most cases, only 
a portion of such information will have been examined by the 
independent auditor in formulating his opinion as to the financial 
statements. 
If the questionnaires are included as supplementary data to 
the basic financial statements in so-called long-form report or if 
the independent auditors name is associated with the question-
naires, the audit report accompanying the supplementary data 
or questionnaire must contain a clear-cut indication of the char-
acter of the examination, if any, and the degree of responsibility 
being taken. 
Some of the information included in the questionnaires will 
have been derived from accounting records tested by the inde-
pendent auditor as part of the auditing procedures followed in his 
examination of the finance company's financial statements. For 
example, information relating to reserve for losses, past-due 
accounts, repossessions, deferred finance income, and borrowings 
will all have been derived from financial records tested by the 
independent auditor. 
The subject of the independent auditor's opinion on supple-
mentary data to the basic financial statements is discussed in 
Statement on Auditing Standards No. 1. 
Most finance companies have significant amounts of term debt 
or preferred stock outstanding. The related trust indentures or 
loan or purchase agreements generally contain major restrictive 
covenants. Often, the agreements further provide that the inde-
pendent auditor must report on certain calculations as required 
by the agreements and give his assurances concerning compli-
ance with certain of the covenants. This report may be included 
as part of the supplementary data to the basic financial state-
ments and included in the long-form report. 
The subject of compliance reports is discussed and examples 
cited in Statement on Auditing Standards No. 1. 
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Example of Independent Auditor's Report on Supplementary 
Data Which Contains the Robert Morris Questionnaire 
and Compliance Reports 
XYZ Finance Corporation 
Anywhere, U.S.A. 
The financial statements of the Company and our report thereon 
are presented in the preceding section of this report. The financial 
information presented hereinafter was derived from the accounting 
records tested by us as part of the auditing procedures followed in our 
examination of the aforementioned financial statements, and, in our 
opinion, it is fairly presented in all material respects in relation to the 
financial statements taken as a whole; however, it is not necessary 
for a fair presentation of the financial position and results of oper-
ations and changes in financial position of the Company. 
The Sales Finance Company Questionnaire as prepared by the 
Company has been reproduced and included herein as a final section 
of this report. Information relating to allowance for losses, past-due 
accounts, repossessions, and borrowings, was derived from accounting 
records tested by us as a part of the auditing procedures followed 
in our examination of the financial statements, and, in our opinion, 
is fairly presented in all material respects in relation to the financial 
statements taken as a whole. Information relating to volume, classi-
fications, maturities, and other statistical analyses was derived from 
statistical records maintained for this purpose which we did not 
examine or test and we express no opinion thereon. 
We read the agreements dated November 1, 19X3, between the 
Company and the Insurance Company pertaining to the senior sub-
ordinated long-term debt. In conducting our examination of the finan-
cial statements we obtained no knowledge of any breach of the ac-
counting provisions of Section 4.1 to 4.8, inclusive, or Section 5.1 of 
the aforementioned agreement. However, our examination was not 
conducted primarily for the purpose of obtaining such knowledge. 
City 
Date 
Signed (CPA) 
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Chapter 10 
Financial Statements 
This chapter includes illustrative financial statements and dis-
cusses items of significance with respect to financial statement 
presentation which have not been discussed in preceding chap-
ters. These items and the Committee's conclusions are sum-
marized as follows: 
• Consolidation policy—Consolidation of insurance subsidiaries 
with their parent finance company is required. 
• Balance sheet classification—A nonclassified balance sheet is 
required. 
• Total subordinated long-term debt and stockholders' equity— 
The use of this description is not acceptable in the balance 
sheet. 
• Statement of changes in financial position—Funds from opera-
tions are defined and a format recommended. 
• Composition of finance receivables and maturities—Disclosure 
is required. 
• Interest rates on receivables—Disclosure is not recommended. 
• Compensating balances and lines of credit—Suggestion is made 
that, until authoritative pronouncement applicable to all 
businesses is issued, disclosure be limited to balances and 
lines evidenced by written agreements. 
• Commercial financing—Loans should be shown in the balance 
sheet at unpaid balances of cash advanced. 
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• Participations—Disclosure is required if the credit risk is dis-
proportionate or the amount is material. 
• Income classification—Disclosure of income by sources is re-
quired. 
• Insurance losses and loss expenses—Required to be shown sep-
arately and not netted against income. 
Consolidation Policy 
Paragraph 3 of Accounting Research Bulletin No. 51 states 
that "separate statements may be required for a subsidiary which 
is . . . an insurance company. . . ." However, this same paragraph 
also requires that "in deciding upon consolidation policy, the aim 
should be to make the financial presentation which is most mean-
ingful in the circumstances." 
A large portion of the business of most insurance company 
subsidiaries of finance companies consists of sales of ( 1 ) credit 
life and accident and health and (2) fire and casualty policies 
to customers of the finance company or its other subsidiaries 
and affiliates. Fair presentation of the financial statements in 
conformity with generally accepted accounting principles re-
quires full consolidation of an insurance company subsidiary 
with its parent finance company whenever a majority of the in-
surance revenue originates with finance customers of related 
finance companies. 
The accounting rules of the SEC also encourage consolidation 
of an insurance company subsidiary with its parent finance com-
pany in the circumstances described above. However, with full 
consolidation separate financial statements of subsidiary insur-
ance companies are required in certain circumstances to be in-
cluded in filings with the SEC. (See Regulation S-X, 1972, Rule 
4-07.) 
Whenever full consolidation is appropriate and a significant 
portion of the premium income originates with customers other 
than finance customers, separate financial data relative to the 
insurance company may be necessary for a fair presentation in 
conformity with generally accepted accounting principles of the 
consolidated financial position, results of operations, and changes 
in financial position. 
67 
Balance Sheet Classification 
By reference to published annual reports, the Committee found 
that of the 50 largest finance companies, approximately half 
classify assets and liabilities as current and noncurrent and half 
make no such distinction. Use of a classified balance sheet is 
opted for on the theory that the liquidation of current assets 
will provide funds to pay current liabilities within the normal 
operating cycle of the business. In most businesses, the length 
of this cycle is less than one year, and this has resulted in current 
assets and current liabilities being defined as those which will 
be liquidated within 12 months. Although finance companies 
have adhered to this theory in defining current liabilities, certain 
exceptions have been taken to its interpretations as applied to 
current assets. These interpretations have come about over a 
period of time as collection periods for the typical consumer 
finance receivable were extended from under one year to con-
siderably in excess of one year. Because over a number of years 
many finance companies have continued to classify all finance 
receivables as current, this practice has tended to become gen-
erally accepted within the industry. 
While the inclusion in current assets of certain portions of 
consumer finance receivables due after one year could be prefer-
able to presentation of amounts due within one year as current 
and the amounts due after one year as noncurrent assets in a 
classified balance sheet, a question arises concerning the point 
at which the latter become large enough to require a different 
presentation; the question is made more difficult since many direct 
cash loans and some retail contracts do not run to maturity. 
The Committee believes that the industry has reached the 
point at which these classifications have little or no relevance, 
and it believes that no distinction should be made between cur-
rent and noncurrent assets in balance sheets of finance com-
panies. The use of classified balance sheets should therefore be 
discontinued except in those circumstances in which substantially 
all of the receivables are contractually due within one year. 
Total Subordinated Long-Term Debt and Stockholders' Equity 
Although the total of subordinated long-term debt and stock-
holders' equity is important to creditors of finance companies, 
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the prominent presentation of this total in balance sheets causes 
many users of financial statements to interpret this amount as 
total stockholders' equity, and, for this reason, its use is not 
acceptable. 
Statement of Changes in Financial Position 
Prior to the effective date of APB Opinion No. 19, statements 
of changes in financial position were infrequently included in 
published financial statements of finance companies. The Com-
mittee, therefore, had very little historical information to study 
in this connection and thus believes that the suggestions included 
in this guide are tentative in nature and should be regarded by 
readers as guidelines. For the convenience of readers the Com-
mittee has, however, expressed a clear preference with respect 
to certain of the suggested guidelines. 
Without a classified balance sheet, the statement of changes 
in financial position cannot be prepared by the conventional 
presentation of the net change in working capital. Finance com-
pany sources and uses of funds should include those resulting 
from operations and from financing and investing activities re-
gardless of whether loans made or debt incurred is due within 
one year or within a longer period. 
Included among items which should be added back or de-
ducted from income before extraordinary items to arrive at funds 
provided from operations are the following: 
1. Provisions for credit losses. 
2. Changes in unearned insurance commissions and premiums. 
3. Changes in insurance loss and policy reserves. 
4. Changes in prepaid interest and other expenses. 
5. Changes in accrued expenses and taxes and accounts payable 
(except liabilities incurred in acquisition of equipment and 
other assets). 
6. Depreciation and amortization. 
7. Deferred taxes. 
8. Unremitted investee earnings. 
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Increases in deferred finance income are not considered to 
be a source of funds from operations inasmuch as only the pro-
ceeds from loans are disbursed to customers. 
Write-offs of loan balances against related allowances for credit 
losses are transactions that do not affect the flow of funds from 
operations. Credits to the allowance for losses arising from charges 
against income during the year also do not affect funds from 
operations and therefore are included among those items added 
to net earnings to arrive at total funds provided from operations. 
Although the "collection" of an insurance premium coincident 
with the making of a new loan or the renewal of an old loan 
may in fact be a non-fund transaction, such premiums for pur-
poses of simplicity and other practical considerations may be 
deemed to have been paid in cash from the proceeds of cus-
tomers' loans. Similarly, even though portions of proceeds from 
claims may be applied, coincident with the settlement thereof, 
to customers' uncollected loan balances, such claims may also be 
deemed to have been fully paid in cash and the customers in 
turn to have used portions thereof to make cash payments in 
settlement of loan balances. Based on the assumption that the 
collection of premiums and payment of claims are cash transac-
tions, changes in unearned insurance commissions and premiums, 
and insurance loss and policy reserves each have a direct effect 
on net earnings and should be added to or subtracted from net 
earnings to arrive at total funds provided from operations. 
If the assumption is made that collection of premiums and 
payment of claims arising from finance customers' insurance trans-
actions are non-fund transactions, increases in unearned finance 
customer insurance premiums would not be a source of funds from 
operations and reductions of loan balances resulting from charges 
against the insurance loss, and policy reserves would be transac-
tions that do not affect the flow of funds from operations. Under 
this assumption, the provision for insurance losses and loss expense 
on finance customers' insurance policies would be added to net 
earnings to arrive at total funds provided from operations. This 
provision and the claims "paid" on finance customer insurance 
policies would then, under this assumption, require appropriate 
adjustment in the calculation of the net change in finance re-
ceivables. An alternative to adjustment of the net change in 
finance receivables is the deduction in the balance sheet of un-
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earned insurance premiums and commissions and the insurance 
loss and policy reserves from finance receivables. Due to the 
complexities involved under these assumptions, the Committee 
favors the simpler and more practical presentation suggested in 
the preceding paragraph. 
Changes in prepaid interest and other expenses, and in ac-
counts payable and accrued expenses, and in taxes, which under 
the conventional approach would be comprehended by showing 
the net change in working capital, directly affect net earnings, 
and, therefore, should be included among those items which are 
either added to or subtracted from net earnings to determine 
the total amount of funds from operations. 
Although the net change in short-term notes payable could 
be considered as a part of the net change in accounts which 
under the conventional approach comprehend the net change 
in working capital, the Committee believes that short-term notes 
payable are of such importance to the financial position of a 
finance company that the net change therein should be shown 
separately as a source or a use of funds and not combined with 
changes in other accounts ordinarily considered to be current 
assets or current liabilities. 
Paragraph 13 of APB Opinion No. 19 requires that certain 
financing and investing activities for both long-term borrowings 
and repayment of long-term debt should be reported on a gross 
basis. In the finance industry, long-term debt issues are offered 
to the public annually, and sometimes more frequently, by many 
of the major companies. Many of the medium-sized companies 
place long-term debt with institutional investors almost as fre-
quently as the major companies offer long-term debt to the 
public. Additionally, there are differences in the manner in which 
companies of similar size raise debt capital in that some favor 
a concentration in long-term issues whereas others favor the 
issuance of permissible maximums of short-term debt. The Com-
mittee believes that changes in long-term debt, as well as short-
term debt, should be shown in the body of the statement of 
changes in financial position on a net basis providing the gross 
additions to long-term debt are also disclosed therein. The Com-
mittee, however, has no clear preference in this regard. 
Although the distinction calling for presentation of the net 
change in short-term debt and gross changes in long-term debt 
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does not appear to be significant in the finance industry, these 
two types of indebtedness are distinctly different, and the changes 
in each of them should be shown separately. Subordinated in-
debtedness is distinctly different from senior debt; thus, changes 
therein should also be shown separately by class—senior and 
junior. 
The Committee extended its consideration of the gross change 
reporting philosophy to finance receivables. In the sample case 
studied by the Committee the gross amounts of collections and 
loans made applicable to retail contracts and direct cash loans 
appeared to be meaningful. Many financial analysts and other 
users of information included in credit questionnaires consider 
these amounts to be important to a full understanding of the 
financial statements of sales finance and consumer loan com-
panies. However, gross amounts of collections and loans made 
applicable to commercial, factored, and wholesale receivables in 
the sample case were five to seven times as great as beginning 
balances, and total loans made were approximately double the 
total resources of the sample company. The presentation of this 
information therefore appeared to the Committee to be of 
doubtful significance. Presentation of information which consists 
in part of commercial and similar accounts receivable also ap-
pears to be meaningless. Since the sample includes commercial, 
factored, and wholesale accounts receivable, the accompanying 
statement of changes in financial position accordingly displays 
only the net change in finance receivables. 
Although the Committee at this time has no clear preference, 
presentation of the net change is suggested as a practice appro-
priate for finance companies generally, and presentation of gross 
amounts is suggested as a practice appropriate for sales finance 
and consumer loan companies that do not have other receivables 
for which collections are material in relation to total receivables 
outstanding. 
Composition of Finance Receivables and Maturities 
Earlier in its history, the finance industry dealt almost ex-
clusively in one of the specialized areas of financing—sales finance 
companies loaned funds primarily on notes received on sales of 
merchandise; consumer loan companies made direct cash loans 
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to individuals; and commercial finance companies made cash 
loans almost exclusively to businesses. Today, except for a few 
companies that operate exclusively in the area of consumer loans, 
most finance companies operate in several areas of financing. 
Accordingly, disclosure should be made, either in the balance 
sheet or by footnote, as to the composition of finance receivables. 
Similarly, the expanded possible range in size and term of 
receivables within each of the receivable types has brought about 
a need for disclosure of information regarding terms and maturi-
ties. Such disclosures have been made in recent years by many 
companies engaged exclusively or almost exclusively in the sales 
finance or commercial financing business. Consumer loan com-
panies generally have not disclosed information concerning matu-
rities due to renewal practices prevalent in this business. 
Experience has shown that, within any given year, between 
one-half and two-thirds of the direct cash loans outstanding at 
the beginning of that year are renewed. Additionally, sizable 
percentages of retail notes purchased from dealers and held 
temporarily by consumer loan companies are converted to direct 
cash loans as promptly as possible. Although no statistics are 
available, the consensus among industry specialists is that cus-
tomers of consumer loan companies seldom repay loans to ma-
turity in accordance with original contractual terms. 
The reality of renewals causes many accountants and industry 
specialists to believe that a tabulation setting forth contractual 
maturities of direct cash loans is not meaningful. The disclosure 
of collection experience on direct cash loans is considered by 
these persons to be more appropriate than the disclosure of con-
tractual maturities which will not be met by a majority of bor-
rowers. This belief is based in part upon the reliance consumer 
loan companies place on prior collection experience in forecasting 
cash flow and planning future cash requirements. 
Other accountants and industry specialists believe that, 
although collection experience is helpful, the disclosure of con-
tractual maturities of direct cash loans is also necessary and is 
of more importance to their understanding of the financial state-
ments. They believe that, while cash collection experience may 
have been all that was required when direct cash loans were 
made in amounts not exceeding $500 and for periods not exceed-
ing 24 months, the larger loans with longer maturities presently 
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being made (and which prospectively may be made) mandate 
the disclosure of contractual maturities of direct cash loans. After 
giving consideration to the relative advantages and disadvantages 
of the two disclosures as well as other alternatives not discussed 
herein, the Committee concluded that both cash collections and 
contractual maturities of direct cash loans should be disclosed. 
The full disclosure requirements for finance receivables are set 
forth in the following paragraph. 
The composition of finance receivables and the maximum terms 
and the contractual maturities of all loans should be disclosed in 
a note to the financial statements along with a suitable explana-
tion of the probability that a majority of the direct cash loans will 
not be paid to maturity in accordance with initial contractual 
terms. The cash collection experience applicable to direct cash 
loans, as well as retail contracts and other loans with substantial 
renewal activity, should also be disclosed. If the composition of 
receivables is disclosed in the balance sheet, maturities may be 
presented in the note to the financial statements as either per-
centages or amounts. 
Interest Rates on Receivables 
Charges to customers for use of money (interest rates) depends 
on state regulation and other various factors, such as the cost of 
money, credit rating of the borrower, collateral on the loan, 
collection costs which may be required, geographical location, 
and the supply of funds compared to demand. Charges for the 
use of money may be stated in four different ways: simple inter-
est computed on a monthly basis, the "add on," precompute, and 
discount methods. Rate and method vary from state to state. 
Many companies operate in several state jurisdictions and, in some 
instances, foreign countries and will use each of the four basic 
methods of charging for the use of money. The rates of interest 
also will range widely so that an accurate disclosure may become 
voluminous and probably meaningless. In the event disclosure is 
made of data relating to interest rates on receivables (which the 
Committee does not recommend), care must be taken to assure 
accuracy of such information especially in view of the fact that 
rates of a highly diversified finance company may vary from as 
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low as 6 percent on certain loans to as high as 36 percent on 
certain others. 
Compensating Balances and Lines of Credit 
Many finance companies borrow from lending institutions 
(principally banks) under lines of credit which, when estab-
lished, are subject to periodic review and reestablishment. A line 
of credit is an agreement, often verbal, whereby the lending insti-
tution agrees to make available a specified amount of money to 
lend at agreed upon interest rates and conditions. The agreements 
usually require the finance company to maintain minimum de-
posits as compensation to the bank for making the lines available; 
such deposits are known as compensating balances. Lines of credit 
are not necessarily in use at all times, but funds normally are 
available, within specified usage limitations, upon request. Bank 
credit lines are used to borrow funds for expansion of the com-
pany's loan portfolio, to provide coverage for outstanding short-
term commercial paper obligations, to protect against the poten-
tial loss of other credit lines, and for rotation with other out-
standing lines. 
The debt structure of a finance company is vital to its opera-
tion. This factor is important because through leverage a finance 
company can maximize profits. Since lines of credit usually must 
be established as a prerequisite to obtaining short-term funds 
from other sources, it can be said that the growth and liquidity 
of the company depends on the availability of lines of credit. 
Senior debt, including bank loans under lines of credit, generally 
totals 200 percent to 350 percent of the borrowing base (equity 
plus subordinated debt, less certain nonliquid assets, such as 
real estate and furniture and fixtures). 
Many accountants and industry specialists believe that com-
pensating balances and the total amount of credit lines in effect 
and the terms and conditions under which such lines are avail-
able should be disclosed in a note to the financial statements. 
They believe that availability of short-term lines of credit is 
vital to the finance company's growth and liquidity. Further, the 
requirements for maintaining compensating balances constitute 
a restriction on the use of cash that should be made known to 
the user of the financial statements. 
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Many other accountants and industry specialists do not favor 
making such disclosures. They believe that a large number of 
credit lines in effect coupled with the various types of limitations 
governing the subsequent use of these lines make informative 
and adequate disclosure particularly difficult. In addition, they 
believe that most of these arrangements are informal and even 
the formal lines of credit are eligible for withdrawal by lending 
institutions on extremely short notice (usually as a result of an 
adverse change in the financial position of the finance company). 
They consider disclosure to be misleading due to the uncertainty 
of the duration of the existence of the lines. These persons further 
contend that bank lines are made available to finance companies 
under terms and conditions which are similar to those of other 
businesses, that users of financial statements have knowledge of 
this situation, and that there is no need to impose special dis-
closure requirements on finance companies. 
At the time this guide was published, disclosure of compen-
sating balances and lines of credit was under consideration by 
the accounting profession and other interested parties. Until an 
authoritative pronouncement is issued, the Committee suggests 
that any finance company disclosing this information should 
include the conditions and restrictions imposed on the use of 
the compensating balances and lines of credit. An example of an 
appropriate note follows: 
Bank lines of credit under which notes payable of $105,000,000 
were outstanding as of December 31, 19X2, aggregated $152,-
500,000, and compensating balances of $18,300,000 were on de-
posit with these banks at that date. The use of these lines gen-
erally is restricted to the extent that the Company is required 
periodically to liquidate its indebtedness to individual banks for 
30 to 60 days each year, and the lines may be canceled at the 
discretion of the lenders at any time. The use of compensating 
balances generally is restricted to the extent that such funds can-
not be withdrawn in the absence of cancellation of related lines 
of credit. 
If interest rates or short-term notes payable are disclosed (which 
the Committee does not consider mandatory), the effect thereon 
of compensating balances should be included. If the availability 
of bank credit lines is in doubt, disclosure of this information is 
required in a note to the balance sheet. 
76 
Commercial Financing (Loans Shown at Unpaid Balances of 
Cash Advanced) 
Substantial amounts of a commercial finance company's 
loans are often collateralized by the borrower's accounts 
receivables. Although the finance company may technically have 
legal title to such receivables, in the majority of cases the finance 
company does not exercise control over them. Billings, collec-
tions, proof of shipments, adjustments, etc., are transactions be-
tween the borrower and its customer, and most finance com-
panies do not maintain detailed records of such amounts. Cus-
tomers of the borrower are rarely given notice of the assignment 
of their accounts as collateral to a loan from a commercial finance 
company. In practice, these transactions between the borrower 
and its customers are not recorded in the general ledger of the 
finance company until the financial statement date, such entries 
being immediately reversed. 
While the language of a typical agreement between a com-
mercial finance company and a borrower providing for the assign-
ment of the borrower's receivables as collateral is such that there 
is considerable legal support for including such receivables as if 
title had passed, the Committee is of the opinion that the sub-
stance of the transaction calls for the asset to be included in 
the balance sheet at an amount which represents the unpaid 
balance of the cash advance. Details of the collateral may be 
shown as supplementary data in the notes to financial statements. 
The Committee accordingly believes that the practice of show-
ing in the balance sheet the amount of accounts receivable held 
as collateral and then deducting an amount to reduce such 
balance to the finance company's unpaid cash balance does not 
result in a fair presentation of the transactions involved in accord-
ance with generally accepted accounting principles. 
Participations 
Finance companies involved in making commercial financing 
loans frequently enter into participation agreements with banks, 
other finance companies, and others for the purposes of min-
imizing the credit risk involved in any one loan as well as 
providing the borrowers with lower interest rates (based upon 
the averaging of the bank rate and the finance company rate). 
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Such agreements ordinarily provide for the sharing of the credit 
risk in proportion to the cash invested by each of the partici-
pants, although it is not uncommon to find, especially where 
the commercial finance company is in need of additional funds, 
that such agreements may provide that the participation manager 
(usually the finance company) suffers the first loss up to a 
specified amount or other variations resulting in a dispropor-
tionate share of the risk involved. 
Participations are included on a net basis with other com-
mercial finance receivables on the balance sheets of the partici-
pants. In circumstances in which the credit risk is shared propor-
tionately, the amount of such participations need not be dis-
closed in balance sheets or in notes to financial statements unless 
the amount of such participations are material in relation to 
the amount of total commercial finance receivables. Whenever 
a participation agreement provides for the finance company to 
have disproportionate credit risk, appropriate disclosure should 
be made in the financial statements of the finance company. 
Revenue Classification 
The gross revenue derived directly from finance receivables 
(finance charges, interest earned, delinquency and extension 
fees) represents a substantial portion of the gross revenue of a 
finance company. Also, many ratios and operating trends of such 
companies are related to gross revenue. For these reasons, the 
gross revenue derived directly from finance receivables should 
be shown in the statement of earnings separately from other 
elements of revenue such as insurance premiums and commis-
sions, income of merchandising, manufacturing and other non-
finance subsidiaries, and other sundry items. 
Insurance Losses and Loss Expense 
Many finance companies have reported insurance income by 
deducting insurance losses and loss expense from insurance 
revenue. This presentation does not disclose the loss experience 
of the company nor does it disclose the magnitude of insurance 
operations. Accordingly insurance losses and loss expense are 
required to be shown separately in the statement of earnings. 
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ILLUSTRATIVE F I N A N C I A L STATEMENTS 
The financial statements that follow are included for illustrative 
purposes only and are not intended to establish recommendations 
and requirements for reporting beyond those specified in the text 
material presented herein. Furthermore, readers are cautioned 
to exercise care in using the sample financial statements as guide-
lines insofar as choice of wording, style, and format are concerned. 
Disclosure of other accounting policies and footnote informa-
tion is required covering matters such as hypothecation of mar-
ketable securities under statutory insurance requirements, depre-
ciation, amortization, intangible assets and deferred debt 
expenses, pensions, stock options, contingent liabilities, earnings 
per share calculations, and nonconsolidated subsidiaries. 
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X Y Z F I N A N C E C O R P O R A T I O N A N D SUBSIDIARIES 
Consolidated Balance Sheet 
December 31, 19X2 and 19X1 
Assets 19X2 19X1 
Cash $ 46,015,000 $ 39,907,000 
Marketable securities—at cost: 
Bonds (quoted market value—19X2, 
$9,775,000; 19X1, $8,025,000) 9,744,000 8,044,000 
Stocks (quoted market value—19X2, 
$3,500,000; 19X1, $2,900,000) 3,016,000 2,794,000 
Total marketable securities 12,760,000 10,838,000 
Finance receivables (note 2) 388,432,000 316,228,000 
Deductions: 
Deferred finance income 38,240,000 30,177,000 
Allowance for credit losses 6,539,000 5,515,000 
Total deductions 44,779,000 35,692,000 
Finance receivables-net 343,653,000 280,536,000 
Inventory of repossessions, at lower of 
cost or net estimated realizable value 3,000 5,000 
Prepaid interest and other expenses 1,565,000 1,060,000 
Other receivables and assets 3,809,000 3,290,000 
Equipment and leasehold improvement 
used in operations—at cost, less allow-
ance for depreciation and amortization 
(19X2, $2,110,000; 19X1, $1,914,000) 4,689,000 3,830,000 
Deferred charges, less amortization 3,284,000 2,898,000 
$415,778,000 $342,364,000 
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X Y Z F I N A N C E C O R P O R A T I O N A N D SUBSIDIARIES 
Consolidated Balance Sheet 
December 31, 19X2 and 19X1 
Liabilities and Stockholders' Equity 19X2 19X1 
Short-term notes payable: 
Bank loans $105,000,000 $ 80,500,000 
Commercial paper 45,604,000 46,095,000 
Total short-term notes payable 150,604,000 126,595,000 
Accounts payable and accrued expenses 6,508,000 6,050,000 
Due to factored clients 4,120,000 3,112,000 
Federal and state income taxes 5,079,000 4,855,000 
Dealers' reserves and deferred certificates 3,064,000 2,700,000 
Insurance loss and policy reserves 7,037,000 6,046,000 
Unearned insurance premiums 11,483,000 9,636,000 
Senior long-term debt (note 3) 76,000,000 46,000,000 
Subordinated long-term debt (note 3) : 
Senior subordinated 50,000,000 40,000,000 
Junior subordinated 19,000,000 19,000,000 
Total subordinated long-term 
debt 69,000,000 59,000,000 
Stockholders' equity: 
5% cumulative preferred stock, sink-
ing fund—$100 par value per share-
authorized 200,000 shares; issued 
100,000 shares (annual sinking fund 
requirement of $500,000 commenc-
ing 19X4) 10,000,000 10,000,000 
Common stock—$1 par value per share 
—authorized 10,000,000 shares; is-
sued 4,000,000 shares 4,000,000 4,000,000 
Additional paid-in capital (no change 
during year) 5,214,000 5,214,000 
Retained earnings (note 4) 63,669,000 59,156,000 
Total stockholders' equity 82,883,000 78,370,000 
Commitments (note 5) 
$415,778,000 $342,364,000 
See accompanying notes to financial statements. 
General Comment—The account entitled "Unearned insurance premiums" would 
be described as "Deferred insurance commissions" by those oompanies that do 
not have insurance subsidiaries and therefore have arrangements under which 
insurable risks are placed with outside underwriters. 
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XYZ FINANCE CORPORATION A N D SUBSIDIARIES 
Statement of Consolidated Earnings and Retained Earnings 
Years ended December 31, 19X2 and 19X1 
19X2 19X1 
Revenue: 
Interest and fees $55,510,000 $47,302,000 
Insurance premiums and commissions 11,734,000 10,400,000 
Investment and other income 1,306,000 1,250,000 
Total revenue 68,550,000 58,952,000 
Expenses: 
Interest 18,825,000 16,283,000 
Provision for credit losses 5,489,000 4,609,000 
Insurance losses and loss expenses 6,644,000 5,600,000 
Salaries 13,538,000 11,686,000 
Other operating expenses 9,030,000 7,880,000 
Provision for federal and state income 
taxes (note 4) 7,211,000 6,189,000 
Total expenses 60,737,000 52,247,000 
Net earnings (per common 
share, after preferred stock 
dividend requirement— 19X2, 
$1.83; 19X1, $1.55) 7,813,000 6,705,000 
Retained earnings at beginning of year 59,156,000 55,551,000 
Total 66,969,000 62,256,000 
Deduct cash dividends: 
Preferred stock-$5.00 per share 500,000 500,000 
Common stock—19X2, $.70 per share; 
19X1, $.65 per share 2,800,000 2,600,000 
Total cash dividends 3,300,000 3,100,000 
Retained earnings at end of year $63,669,000 $59,156,000 
See accompanying notes to financial statements. 
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XYZ FINANCE CORPORATION A N D SUBSIDIARIES 
Statement of Changes in Consolidated Financial Position 
Years ended December 31, 19X2 and 19X1 
19X2 
Source of funds: 
From operations: 
Net earnings $ 7,813,000 
Add (deduct) items not requiring 
funds: 
Provision for credit losses 5,489,000 
Increase in unearned insurance 
premiums 1,847,000 
Increase in insurance loss and 
policy reserves 991,000 
Decrease (increase) in prepaid 
interest and other expenses (505,000) 
Increase (decrease) in accounts 
payable and accrued expenses 
and taxes 682,000 
Depreciation and leasehold amor-
tization 487,000 
Amortization of debt issue expense 
and other costs 455,000 
Total from operations 17,259,000 
Increase in short-term notes payable 24,009,000 
Increase in long-term senior debt (Pro-
ceeds of $42,000,000 received from 
sale of 7¼% debentures in 19X2) 30,000,000 
Increase in long-term senior subordi-
nated debt (Proceeds of $14,000,-
000 received from sale of 8½% notes 
in 19X2 and $18,000,000 received 
from sale of 8% notes in 19X1) 10,000,000 
Other-net 108,000 
Total $81,376,000 
Use of funds: 
Increase in finance receivables (ex-
cluding deferred finance income ) $68,606,000 
Decrease in long-term senior debt 
(Proceeds of $6,000,000 received 
from sale of 8% notes in 19X1) — 
Increase in cash and marketable secu-
rities 8,030,000 
Cash dividends 3,300,000 
Expenditures for equipment and lease-
hold improvements 1,440,000 
Total $81,376,000 
19X1 
$ 6,705,000 
4,609,000 
1,596,000 
864,000 
100,000 
(594,000) 
438,000 
437,000 
14,155,000 
44,955,000 
10,000,000 
1,865,000 
$70,975,000 
$52,667,000 
12,000,000 
1,946,000 
3,100,000 
1,262,000 
$70,975,000 
See accompanying notes to financial statements. 
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XYZ FINANCE CORPORATION AND SUBSIDIARIES 
Notes to Financial Statements 
December 31, 19X2 and 19X1 
(1) Principles of Consolidation and Significant Accounting Policies. 
The consolidated financial statements include the accounts of all sub-
sidiary companies, each of which is wholly owned, and all significant 
intercompany transactions have been eliminated in consolidation. 
Income from retail automobile and mobile home installment notes 
and discount-basis direct cash loans is calculated on the sum-of-
digits method and recorded on a collection basis. Income from retail 
household goods contracts is calculated on the pro rata (liquidation) 
method and recorded on a collection basis with an amount equivalent 
to estimated credit losses and direct acquisition costs being recog-
nized as earned at the time the notes are acquired. Income from 
interest-bearing direct cash loans is so calculated and recorded 
on a collection basis. Income from commercial, factored, wholesale, 
and other receivables is recorded on an accrual basis in accordance 
with the terms of the loans which for the most part are interest-bearing 
or equivalent thereto. 
Revenue from premiums on credit life insurance is credited to in-
come on the pro rata method over the terms of the contracts when 
the original loan balances are insured and on a sum-of-digits method 
when the insured amounts decrease with collections. Revenue from 
premiums on accident and health insurance is recognized over the 
terms of the contracts on the same basis as finance income as ex-
plained in the preceding paragraph. 
The unpaid balances of all retail contracts and direct cash loans are 
charged off against the allowance for losses when installments are 
more than nine monthly payments past due on the basis of original 
contract terms. At the end of each calendar quarter the allowance 
for losses on retail contracts and direct cash loans is adjusted to an 
amount equal to 100 percent of past-due receivables which are delin-
quent more than five monthly payments on the basis of original con-
tract terms (except accounts which have had at least one-half of a 
full month's payment made within the 90 days prior thereto), plus 
a reserve of three percent based on a historical loss percentage of gross 
receivables after deducting the accounts on which the 100 percent 
allowance is provided. The allowance for losses on commercial financ-
ing, factored receivables, and wholesale accounts is maintained at 
one percent of outstanding balances plus a specific reserve on indi-
vidual accounts which are presenting, or are giving indication of 
presenting, collection problems. 
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(2) Finance Receivables. Finance receivables and maximum terms of 
loans made as of December 31, 19X2, and 19X1, were as follows: 
Maximum 
Finance Receivables Terms—Months 
19X2 19X1 19X2 19X1 
Retail contracts: 
Automobile $ 95,108,000 $ 84,109,000 36 36 
Mobile home 27,600,000 15,300,000 144 120 
Household goods 4,090,000 2,070,000 30 30 
Total 126,798,000 101,479,000 
Direct cash loans: 
Discount-basis 132,563,000 106,547,000 60 60 
Interest-bearing 33,140,000 26,636,000 60 60 
Total 165,703,000 133,183,000 
Commercial financing 62,882,000 51,768,000 3 3 
Factored receivables 27,316,000 23,730,000 6 6 
Wholesale 5,661,000 5,943,000 - Demand -
Other 72,000 125,000 - Demand -
Total $388,432,000 $316,228,000 
All of the commercial, factored, wholesale, and other receivables 
are due within one year. Contractual maturities of retail contracts and 
direct cash loans at December 31, 19X2 were as follows: 
(000 Omitted) 
19X7-
Total 19X3 19X4 19X5 19X6 XX 
Retail contracts: 
Automobile $ 95,108 $ 53,894 $38,110 $ 3,104 
Mobile home 27,600 3,114 2,986 2,710 $2,500 $16,290 
Household 
goods 4,090 2,345 1,525 220 
Direct cash loans: 
Discount-basis 132,563 68,452 41,932 18,664 2,650 865 
Interest-
bearing 33,140 16,570 11,600 4,970 
Total $292,501 $144,375 $96,153 $29,668 $5,150 $17,155 
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Experience of the Company has shown that a substantial majority of 
the direct cash loans and many, although not a majority, of the retail 
contracts will be renewed many months prior to contractual maturity 
dates. Accordingly, the foregoing tabulation is not to be regarded as 
a forecast of future cash collections. During the years ended December 
31, 19X2, and 19X1, cash collections (excluding deferred finance in-
come) of retail contracts and direct cash loans were $145,719,000 and 
$138,441,000, respectively, and the ratio of cash collections to average 
balances was 51 percent and 52 percent, respectively. 
(3) Long-term Debt. The long-term debt outstanding at December 
31, 19X2, and 19X1, was as follows: 
Senior long-term debt: 
5%, due $8,000,000 annually through 
19X3 
6%, due $4,000,000 annually through 
19X7 
8%, due 19X6 
7¼%, due $4,000,000 annually 19X5 
through 19XX 
Total senior long-term debt 
Subordinated long-term debt: 
Senior subordinated: 
8%, due $3,000,000 annually through 
19X7 
6¼%, due $1,000,000 annually through 
19X9 
9%, due $1,400,000 annually 19X5 
through 19XX 
due $400,000 annually 19X8 
through 19XX 
Total senior subordinated 
Junior subordinated: 
6%, due 19X8 
due $1,000,000 annually 19X3 
through 19X9 
Total junior subordinated 
Total subordinated long-term 
debt 
19X2 19X1 
$ 8,000,000 $16,000,000 
20,000,000 24,000,000 
6,000,000 6,000,000 
42,000,000 — 
$76,000,000 $46,000,000 
$15,000,000 $18,000,000 
7,000,000 8,000,000 
14,000,000 14,000,000 
14,000,000 — 
50,000,000 40,000,000 
12,000,000 12,000,000 
7,000,000 7,000,000 
19,000,000 19,000,000 
$69,000,000 $59,000,000 
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The long-term debt agreements contain provisions relating to the 
maintenance of stockholders' equity, limitations on further borrow-
ings, the payment of cash dividends, and purchase of the company's 
capital stock (see note 4 as to availability of consolidated retained 
earnings for such purposes), and optional prepayment of the debt 
at premiums decreasing to maturity. 
The subordinated long-term debt is subordinated to the short-term 
notes payable and the senior long-term debt. The junior subordinated 
debt is further subordinated to the senior subordinated debt. 
The aggregate minimum annual maturities of the long-term debt and 
the sinking fund requirements of preferred stock for the five years 
following December 31, 19X2, are as follows: 19X3, $17,000,000; 
19X4, $9,500,000; 19X5, $14,900,000; 19X6, $20,900,000; and 19X7, 
$14,900,000. 
(4) Retained Earnings. At December 31, 19X2, under provisions of 
long-term debt agreements, approximately $19,430,000 of consol-
idated retained earnings was unrestricted as to the payment of cash 
dividends on or purchases of capital stock. 
Consolidated retained earnings at December 31, 19X2 include ap-
proximately $3,890,000 of earnings of the life insurance subsidiary for 
which no federal income tax provisions have been made, since such 
taxes will become payable only to the extent such retained earnings 
are distributed as dividends or exceed limits prescribed by tax laws; 
no distributions are presently contemplated from these retained earn-
ings of the life insurance subsidiary. Net earnings reported herein for 
19X2 and 19X1 include untaxed life insurance subsidiary earnings 
in the amounts of $935,000 and $679,000, respectively. 
(5) Commitments. The Company and subsidiaries conduct the major 
part of their operations from 210 premises leased under noncancelable 
leases generally varying from three to five years, with renewal options 
for like terms. Minimum annual rentals for the five succeeding years 
(excluding taxes, insurance, and other maintenance expenses which 
are also payable) relating to such leases in effect at December 31, 
19X2, are as follows: 
Rental expense on noncancelable leases for the year ended December 
31, 19X2, amounted to $1,370,000. 
19X3 
19X4 
19X5 
19X6 
19X7 
$1,325,000 
910,000 
648,000 
391,000 
201,000 
$3,475,000 
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Chapter 11 
Auditing 
Introduction 
This chapter discusses those aspects of auditing unique to 
( 1 ) sales finance companies, (2) consumer loan companies, and 
(3) commercial finance and factoring companies. There is a pre-
sumption of knowledge on the part of the independent auditor 
of audit procedures which are similar to those for audits of indus-
trial and other commercial enterprises, and, for this reason, this 
guide does not describe all the auditing procedures necessary 
to perform an examination in accordance with generally accepted 
auditing standards. 
Comments in this chapter are summarized in the following 
three sections: 
Section 1—General Audit Considerations 
Section 2—Review and Evaluation of Internal Control 
Section 3—Audit Program 
Discussions relating to the nature and background of certain 
accounting aspects of finance companies are included in pre-
ceding chapters of this guide and, except where it is considered 
important to the clarity of the discussions, are omitted from this 
chapter of the guide. 
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Section I—General Audit Considerations 
Comments in this section are designed primarily to apprise 
the independent auditor of those matters that are unique to 
finance companies and which should be considered when under-
taking a finance company engagement. 
Application of Generally Accepted Auditing Standards. Gen-
erally accepted auditing standards are applicable in the audit of 
finance company financial statements to the same extent that they 
are applicable in the audit of financial statements of other indus-
trial and commercial companies, whether such finance company 
is captive or independent. 
Management's Responsibilities. Management should be aware 
of the limitation to the independent auditor's responsibility for 
fraud. As outlined in Statement on Auditing Standards No. 1, 
audits of financial statements cannot be expected to detect fraud 
although its discovery may result. As in the instances of industrial 
and other commercial companies, management in a finance com-
pany has the responsibility for adopting and maintaining effective 
accounting policies and an adequate system of internal control. 
In addition to the system of internal control there should be an 
effective program of internal audit and/or supervisory review. 
Scope of Engagement and Reports to be Issued. The independ-
ent auditor will ordinarily meet as early as practicable with man-
agement to discuss the proposed audit. He may wish to inquire as 
to the nature of all matters on which he will be required to report. 
In addition to his report on the basic financial statements, the 
independent auditor may be required to issue special compliance 
reports for holders of long-term debt and preferred stock. The 
independent auditor sometimes must report on certain of the 
supplementary information supplied by the finance company to 
its lending institutions. In this regard, the independent auditor 
can, through discussion with management and operating per-
sonnel, have a thorough understanding of the reports prepared 
by the finance company and may plan his audit procedures to 
include utilization of all pertinent data. 
On initial as well as continuing engagements, the independent 
auditor, after meeting with the company's management, may 
89 
address a letter to the Board of Directors or an appropriate officer 
of the company specifying the scope of his work and the reports 
to be issued. It may be desirable to give management a list of 
working papers and schedules to be prepared by company per-
sonnel and the dates that such data is to be available to the 
independent auditor. 
Mechanization. Because of the large volume and repetitive 
nature of accounting transactions, many finance companies em-
ploy some form of electronic or mechanical data processing equip-
ment. In evaluating the accounting system employed by the 
company and the resulting internal control, it is desirable that the 
independent auditor have an understanding of the data process-
ing system used by the company. The company usually will have 
a computer operations procedural manual which should be re-
viewed. In audits of subsequent years, changes in procedures dur-
ing the year should be reviewed and it should be ascertained 
what effect on internal control the changes have had. 
Application of Statistical Sampling. In 1962, the committee on 
statistical sampling of the American Institute of Certified Public 
Accountants issued a report containing its opinion that the use 
of statistical sampling is permitted under generally accepted audit-
ing standards. Statement on Auditing Standards No. 1 further 
sanctions the use of statistical sampling techniques in determin-
ing the extent of tests and in selecting items to be examined. In 
audits of finance companies, a number of audit procedures lend 
themselves to statistical sampling, such as ( 1 ) examination of 
transactions for compliance with designated accounting proce-
dures, (2 ) confirmation of finance receivable balances of indi-
vidual customers on a test basis, (3 ) tests of finance receivable 
aging schedules for clerical accuracy, and (4 ) selection of branch 
offices to be visited. The independent auditor may consider using 
statistical sampling in these as well as other applications. 
Documentation of Procedures. It is important that the adminis-
trative control procedures and the accounting control procedures 
followed by a company be documented by the independent 
auditor as a part of evidential matter supporting his review. This 
documentation may be in the form of a narrative story, a ques-
tionnaire, flow charts, or a combination of forms. This documen-
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tation is a continuing procedure lasting throughout the audit but 
will be done largely in the initial phase, changed, and added to 
as subsequent information is obtained as the examination pro-
gresses. 
Section 2—Review and Evaluation of Internal Control 
A review, understanding, and test of the accounting and ad-
ministrative procedures comprising the system of internal control 
is a fundamental part of the independent auditor's examination 
of financial statements. Reference is made to Statement on Audit-
ing Standards No. 1. 
The purpose of the auditor's study and evaluation of internal 
control is to establish a basis for reliance thereon in determining 
the nature, extent, and timing of audit tests to be applied in 
his examination of the financial statements. 
The independent auditor's objective in reviewing and evaluat-
ing internal control for finance companies is basically the same 
as for industrial and other commercial enterprises. As in most 
audits, the independent auditor making an examination of the 
financial statements of a finance company usually submits to 
management recommendations for improvement in the system 
of internal control and the effectiveness of the internal audit 
department. The primary purpose of this section is to emphasize 
those aspects of the review and evaluation that may be unique 
to finance companies. 
Finance Receivables. Finance receivables can be segregated 
into four general classifications: ( 1 ) retail contracts and direct 
cash loans, (2 ) wholesale and capital loans, (3 ) commercial 
finance loans, and (4 ) purchased receivables—factoring. 
As with receivables of all business enterprises, the principal 
audit objective is to obtain sufficient evidential matter that the 
finance receivables, as presented in the financial statements, are 
fairly stated and that allowances for credit losses, as provided, 
are reasonable in the circumstances in relation to the financial 
statements taken as a whole. The accounting procedures and 
internal control discussed hereinafter will vary depending on the 
type of loan, but the ultimate audit objective will remain the 
same. 
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Retail Contracts and Direct Cash Loans. Retail contracts orig-
inate with a dealer, whereas direct cash loans are made directly 
by the finance company to the debtor. Where the credit advance 
originates with the dealer, the transaction customarily gives rise 
to a conditional sales contract discounted with the finance com-
pany and may be with or without recourse to the dealer. 
Retail contracts and direct cash loans are normally made on 
a discount basis. The discount and other charges such as insur-
ance premiums, filing fees, etc., are added to the amount ad-
vanced to arrive at the face amount of the note. The note is usu-
ally payable in equal monthly installments. Usually each loan is 
recorded on a separate subsidiary record (loan card). In addi-
tion to borrower information, the loan card usually shows the 
amount of the original loan, discount and other charges, monthly 
payment amount, and the current unpaid balance. If collateral 
has been pledged, its description is also recorded. Loan cards 
are normally filed by due dates. In addition to the loan card, 
each loan usually has a "loan jacket" which contains the various 
supporting documentation for the loan such as the loan appli-
cation, the signed note, collateral and lien documents, insurance 
policy, credit reports, and other data. 
For analytical purposes, management reports list installment 
loans by collateral type such as automobile, mobile home, appli-
ances, household goods, signature, etc. This grouping is helpful 
in providing information as to risk concentration and new busi-
ness production. 
Some points to consider in reviewing and evaluating the 
effectiveness of internal control are the following: 
1. Review by management and other supervisory personnel of 
applications for new loans (individually or by summary). 
2. Segregation of loan approval, disbursement and collection, 
and ledger posting functions. 
3. Disbursements of loans by check only, or, in the absence of 
disbursement by check, disbursements of loan proceeds made 
by persons independent of individuals approving the loan. 
4. Whether payment books, when utilized, are mailed directly 
to borrowers from the home office and not to branch offices 
or to dealers in cases of retail contracts. 
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5. Whether subsidiary ledger trial balances are prepared on a 
periodic basis and are reconciled with control accounts by 
employees who do not process or record loan transactions. 
6. Whether on new and renewal loans, discounts, credit life 
insurance premiums, dealer reserves, etc., are recomputed 
on a test basis by a second employee. 
7. Whether rebates of unearned finance charges and insurance 
premiums on renewal or prepaid loans and calculation of 
late charges and extension fees are tested by other than those 
individuals directly responsible therefor. 
8. Charge-off policy and maintenance of control over loans 
written off. 
9. Safeguards for physical protection of notes and supporting 
documents. 
10. Availability of computer data (when applicable), how such 
data originates, the documentation of computer programs, 
and the approvals needed for revision of such programs. 
Branch Offices. Because of the close personal contact with cus-
tomers, sales finance and consumer loan companies typically 
operate branch offices where loans are made and serviced. The 
customer ledgers generally are maintained at the branch, often 
as a result of legal requirements; however, the home office fre-
quently will maintain a duplicate record of the loan, utilizing 
data processing equipment. 
Most consumer loan operations are regulated by state laws 
which specify, among other things, a ceiling on the amount of 
the loan, the interest rate, and the term of the loan. Some state 
regulatory agencies employ audit staffs that check compliance 
with applicable state laws. 
In most states, direct cash loans are permitted to be made on 
a discount basis, that is, the finance charge is subtracted from 
the total loan to arrive at cash advanced to the customer, and 
the total is repayable in a specified number of monthly install-
ments. Most of these states also permit direct cash loans to be 
"interest-bearing," that is, to compute interest at a specified (reg-
ulated) rate. In these instances each payment is allocated as to 
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principal and interest. A few states continue to prohibit the 
making of discount-basis loans. 
Branch offices usually have a limited number of personnel so 
that complete segregation of duties is not always feasible. In 
these situations it is necessary to place more emphasis upon 
reviews by management and other supervisory personnel. 
Some points to consider in reviewing and evaluating the effec-
tiveness of the branch office controls are the following: 
1. Maintenance of an up-to-date operating manual prescribing 
all phases of branch procedures, including accounting. 
2. Review of loans for terms, financing charges, and complete-
ness of documentation by supervisory or home office per-
sonnel independent of the branch. 
3. Maintenance of duplicate records of receivables by home 
office, which records, if not used as the primary records, are 
periodically compared with the branch records. 
4. Existence or nonexistence of an internal audit staff and, if 
nonexistent, do home office supervisory personnel apply in-
ternal audit procedures relating to branch operations? If 
existent, the documentation of the work and the effectiveness 
of the internal audit staff. 
5. The company's procedure to confirm the amount of cash 
disbursed to, or on behalf of, the borrower directly with the 
borrower. 
6. Extent of segregation of duties. 
7. Annual vacation policies of branch personnel and the com-
pany's bonding policy. 
8. Procedures covering approval of loans. 
9. Procedures covering disbursements of loans. 
10. Procedures covering method of recording and depositing 
cash collections. 
11. Reconciliation of bank accounts. 
12. Reimbursement policy of branch accounts. 
94 
13. Reports on delinquent accounts and extensions granted and 
aging schedules. Delinquency policy. 
14. Periodic reconciliation of the total of individual loan bal-
ances to the general ledger control account at the home 
office. 
Wholesale and Capital Loans. The chief characteristic of this 
type of receivable (as differentiated from a commercial finance 
loan) is that the loan which arises from the financing of a retail 
dealer who regularly sells retail contracts to the finance company 
is generally granted as an accommodation to the dealer. The 
wholesale loans are collateralized by specific items of inventory 
held for sale by the dealer, and capital loans are collateralized by 
other assets such as the dealership premises, inventories of parts 
and equipment, etc. 
The following are some points to consider in reviewing and 
evaluating the effectiveness of internal control as it applies to 
such loans: 
1. Policy regarding surprise visits by finance company personnel 
to the dealer for the purpose of physically observing the 
pledged inventory or other collateral and comparing such 
data to the finance company records. 
2. Policy of regular periodic review by management and other 
supervisory personnel of the repayment schedule for inventory 
loans and of deviations from the contractual terms including 
comparison of the market value of the collateral with the 
unpaid portion of the loan. 
3. Comparison of loan balances with inventory and other col-
lateral values. 
4. Credit policies relative to amounts of loans which can be 
made to a single borrower or a group of related borrowers. 
Commercial Finance Loans and Factoring. Although the prin-
cipal activity of commercial finance companies involves the mak-
ing of collateralized loans to business entities, some companies also 
engage in factoring operations whereby accounts receivable are 
purchased directly rather than serving as collateral for loans. 
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In contrast to sales finance and consumer loan companies that 
have multi-branch forms of operation, commercial finance com-
panies usually operate from one or a few offices in or near 
regional or national financial centers. 
Credit policies of commercial finance companies place limita-
tions on amounts of loans which can be made to a single bor-
rower or an affiliated group of borrowers. Loans above specified 
maximums usually require approval of two or more members of 
senior management. Internal auditors often will make periodic 
reviews of the borrower's records and carry out programs to 
compile or to evaluate information relative to the borrower. 
Because of the specialized methods of operations and risks 
inherent in the commercial finance industry, it is desirable that 
the independent auditor have a thorough knowledge of the 
methods and procedures utilized in this industry. The indepen-
dent auditor will evaluate the procedures being used by the 
finance company (especially those relating to collateral) with a 
view to determining that timely review and analysis of the port-
folio is undertaken by management. 
The collateral records and other data generally maintained by 
a commercial finance company are outlined briefly as follows: 
1. Receivables pledged as collateral. Collateral receivables are 
either commercial accounts receivables or installment notes 
which are assigned to the commercial finance company on a 
non-notification basis (i.e., the customers of the borrower are 
not aware that their accounts have been assigned to a finance 
company). The industry trend in recent years has been to 
maintain total dollar control of the collateral receivables 
("bulk" basis) rather than to maintain detailed receivable 
records ("ledger card" basis). The borrower receives all col-
lections on the accounts receivable but is required to turn 
over such collections, in their original form, usually in a 
special bank account to the finance company. Some points 
to consider in reviewing and evaluating the effectiveness of 
internal controls are the following: 
a. The amount of collateral receivables maintained on a "bulk" 
basis; the extent and findings of internal audit visits to the 
borrower; the extent and results of collateral receivable cir-
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cularizations; and the frequency with which aged receiv-
able trial balances are submitted by the various borrowers 
to the commercial finance company. 
b. When collateral receivables consist of commercial accounts, 
the credit terms granted and the general reputation and 
type of customers (e.g., retail, manufacturing, etc.) in-
cluded therein. 
c. Where collateral receivables consist of installment notes, 
the terms of the payment, the method of aging the receiv-
ables (recency-of-payment or contractual), the type of 
dealers from whom the notes are purchased and, if a sales 
finance company is the borrower, the relationship of such 
company to the dealers from whom the installment notes 
are purchased. 
2. Inventories pledged as collateral. Inventories pledged as col-
lateral may arise from a direct inventory loan or as additional 
collateral for a loan initially collateralized by receivables. The 
latter instance generally arises when the loan exceeds the 
prime collateral value assigned to the receivables. Unlike 
wholesale loans, loans collateralized by inventory in these 
instances are not usually applicable to individual items in 
inventory. Inventory collateral is generally more difficult to 
evaluate than receivables because many commercial finance 
companies which make revolving loans against inventory do 
not have pertinent, accurate, and updated inventory infor-
mation. The percentage of advances made against inventory 
collateral is generally smaller than that advanced against 
receivable collateral. Some points to consider in reviewing 
and evaluating the effectiveness of the internal controls for 
inventory pledged as collateral are the following: 
a. Results of periodic visits made by the commercial finance 
company's internal auditors to the borrower for the pur-
pose of determining the quantity, quality, value and amount 
of the pledged inventory, and for comparison of such data 
to the borrower's inventory control records. 
b. Whether, if any part of the inventory collateral is stored in 
public warehouses, documents and amounts of such inven-
tory are controlled and reviewed; whether periodic reports 
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are received directly by the commercial finance company 
from the warehouse. (In cases where public warehouses are 
utilized, the independent auditor will want to refer to 
Section 901, "Public Warehouses—Controls and Auditing 
Procedures for Goods Held" of Statement on Auditing 
Standards No. 1 as to appropriate audit procedures.) 
3. Property and equipment pledged as collateral. Property and 
equipment generally collateralize loans to companies that 
have major assets of a capital nature (leasing, real estate, 
warehousing companies, etc.). In addition, property and 
equipment are often pledged as additional collateral for a 
receivable or inventory loan, or as collateral for a separate 
loan made to a company that usually borrows against receiv-
ables and inventory. Loans collateralized by property and 
equipment generally have a large margin between the loan 
amount and the collateral value ascribed thereto. Current 
appraisals of the property and equipment made by inde-
pendent appraisers setting forth the liquidating value of the 
collateral can be helpful in evaluating the loan. In addition, 
periodic inspections of equipment should be made by per-
sonnel of the commercial finance company. 
A commercial finance company may advance funds to a busi-
ness utilizing all three of the above types of loans; therefore, 
regardless of the form of collateral, other points to consider in 
reviewing and evaluating the effectiveness of the internal control 
are the following: 
1. The credit investigation procedures for new loans and con-
tinuing credit investigation on existing loans. Dollar limits 
established by management. 
2. Approval of all loans by the proper level of management. 
3. Condition of credit files and inclusion of current financial 
statements, together with current projections and budgets. 
4. Written internal audit reports and their review by manage-
ment. The scope of the internal audit program. 
5. The company's policy on filing liens against collateral. 
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6. Status reports indicating the condition of each account, aging 
schedules of the collateral receivables, turnover of collateral 
inventory, etc., and the review of such reports by manage-
ment. 
7. The company's procedures in evaluating the risk of concen-
tration in any particular industry, business, or affiliated group. 
Allowance for Losses. Auditing the allowance for losses is 
one of the most crucial as well as one of the most difficult 
tasks facing the independent auditor in his examination of the 
financial statements of a finance company. The company's pro-
cedures and lending philosophies and general economic con-
ditions affecting the company's customers are points for con-
sideration by the independent auditor in making a professional 
judgment on the adequacy of the allowance. 
Some points to consider in reviewing and evaluating the sys-
tem of internal control are the following: 
1. Frequency and depth of credit checks made at the time of 
granting the loan and at periodic intervals thereafter until 
the loan is paid off. 
2. Aging of accounts in a manner which provides information 
as to status of the loan and collateral. 
3. Whether, after repossession, the company polices the charge-
off of any deficiency balances relating to property securing 
uncollectible receivables. 
4. The company policies relative to extension, rewrite, renewal, 
and write-off. 
5. Control of accounts written off, including continuation of 
collection efforts. 
6. The company's procedure relative to accounts to be charged 
off being reviewed and approved by a responsible official, 
independent of the credit granting function. 
7. Policy regarding approval by a responsible company official 
of losses charged to dealer reserves and the consistency of 
the practice with dealer reserve agreements. 
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Repossessions. Policies on repossessions vary by company and 
by the nature of the collateral for the loan. Collateral such as 
household goods generally has little market value; the security 
feature, however, arises from the value of the household goods 
to the borrower rather than from its resale value. Certain col-
lateral such as an automobile is readily salable in the wholesale 
automobile market. To keep losses to a minimum, finance com-
panies are quick to> repossess and sell marketable collateral after 
collection efforts have failed. Repossession and disposition of 
inventory and other property relating to commercial loans are 
oftentimes specialized and may require the service of auctioneers 
or other experts. Substantial losses may be incurred because of 
the difficulty in, and expense of, disposing of such items. 
Repossessions are recorded at the lesser of the unpaid balance 
or net realizable value (market value reduced by estimated cost 
of disposition) with a contra credit to the loan balance. Any 
deficiency in the loan balance should be charged to the allowance 
for losses unless collection is virtually assured. Generally, finance 
companies dispose of repossessions quickly, and at any given 
time repossessions should be relatively minor in relation to total 
assets. 
The finance company's operating procedures should provide 
for prompt reporting of repossession activity, valuation of the 
units, and control over ( 1 ) expenditures for reconditioning ex-
penses, etc., (2) proceeds from sales, and (3) accounting entries 
resulting from repossessions for which there is some degree of 
dealer responsibility. 
Dealers' Reserves. When finance companies purchase significant 
amounts of retail contracts from dealers, the purchases generally 
are made under agreements which provide for the dealers to 
participate in the gross finance charges. Since the agreements 
are a matter of negotiation between the dealers and the finance 
companies, the provisions can vary considerably. The partici-
pation may be based on a percentage of either the gross finance 
charges or the principal amount of the note, a fixed amount per 
note, or any other negotiated terms. At the time of recording 
the note, the finance company sets aside a portion of the finance 
income in a dealer reserve account. 
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If the loan is repaid by the customer prior to maturity, the 
dealer reserve account may be charged with a portion of the 
unearned finance income rebated or, if the collateral is fore-
closed, the dealer reserve account may be charged with a portion 
or all of the resultant loss. The dealer reserve may be paid to 
the dealer after the related loan has been on the books for a 
specified period of time or only paid after the customer has com-
pletely paid his loan. In general, the terms of dealer reserve 
arrangements are dictated by the relative bargaining power and 
competitive position of the dealer and the finance company. 
Some points to consider in reviewing and evaluating the sys-
tem of internal control are 
1. Company policy on written reserve arrangements. 
2. Documentation sufficient to provide enforceability of the 
contract terms. 
3. Whether statements of the dealer reserve are sent regularly 
to the dealers. 
4. Adequacy of the accounting procedures to insure that im-
proper charges for rebates, delinquent accounts, and charge-
offs are not made to dealer reserve accounts. 
5. Extent of review and approval of charges to the dealer reserve 
account. 
Income and Expenses. Revenues from finance operations result 
from interest income on interest-bearing loans and amortization 
of deferred finance income on discount-basis loans. Usually, fi-
nance companies do not accrue interest income on interest-bear-
ing direct cash loans; however, it is common practice to accrue 
interest on interest-bearing commercial loans except when loan 
collections are in default. 
There are various bookkeeping methods used for controlling 
the deferred finance income account. Many companies with data 
processing equipment have the capability of computing the de-
ferred finance income on each individual loan each month. With 
this method, deferred finance income continues to be directly 
associated with a single account and a monthly trial balance 
can be taken and balanced to the general ledger. In most sys-
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tems, however, the total deferred finance income generated 
during a period is credited in one sum to the deferred finance 
income account and the identity of the portion applicable to 
a specific note receivable is lost. 
Some points to consider in reviewing and evaluating the sys-
tem of internal control relating to deferred finance income are 
1. Computations of deferred finance income on new loans and 
rebates and the procedures for checking clerical accuracy. 
2. Recording of amortization of deferred finance income by a 
standard journal entry and the review and approval of the 
entry. 
3. The procedures of recording deferred finance income and the 
related charges or credits arising from prepayments, rewrites, 
and renewals and the consistent application of the same. 
Insurance. Even though many finance companies have wholly 
owned credit insurance and casualty insurance subsidiaries, the 
primary risk frequently is assumed by independent life and cas-
ualty companies and reinsured with the credit life subsidiary 
under reinsurance treaties. In those instances much of the rec-
ord-keeping, including actuarial determination of policy re-
serves, is done by the primary insurer. All insurance companies 
are regulated by state insurance authorities and subject to state 
insurance laws. 
The reader is directed to the AICPA industry audit guides for 
stock life insurance and for fire and casualty insurance com-
panies for guidance in review of internal control; but, the fol-
lowing points are particularly significant: 
1. If the primary risk is assumed by an independent company, 
do procedures provide that 
a. Cut-off on reinsurance to the captive subsidiary is consistent 
with that for assumption of the primary risk by the inde-
pendent company? 
b. Insurance initiated by the finance company is reconciled to 
that recorded by the independent company? 
c. Claim liabilities are controlled? 
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2. Are intercompany accounts between the finance company 
and the insurance companies reconciled on a regular basis? 
3. Does the accounting system provide a means of controlling 
data pertaining to insurance in force? 
Section 3—Audit Program 
Preparation of an audit program, including determination of 
audit scope, will be finalized after a survey of the accounting 
procedures, a review of internal audit, and the resulting internal 
control evaluation and the independent auditor's tests of account-
ing procedures have been completed. The importance of the 
audit program cannot be overemphasized. The independent 
auditor should prepare a program which specifies the audit pro-
cedures to be followed for each section of the work. The basic 
concepts involved in preparing an audit program for finance 
companies are the same as for industrial and other commercial 
enterprises. The primary purpose of this section is to emphasize 
those aspects of the audit procedures which may be unique to 
finance companies. 
There is usually no distinct line of demarcation between the 
review of the accounting procedures and internal control and 
the carrying-out of audit procedures which are, in whole or in 
part, selected on the basis of the review. Frequently, they are 
undertaken concurrently, with procedures being adopted to 
methods in use. Depending upon the effectiveness of the system, 
the testing and checking necessary to afford a proper basis for 
an opinion on the financial statements can be expanded or con-
tracted. If the indicated control is strong, the independent auditor 
properly may limit his tests to such as are sufficient to assure 
him that the control may be relied upon. If the control is weak, 
additional auditing procedures and more testing may be neces-
sary. To avoid unnecessary emphasis on testing records whose 
reliability is adequately assured, and to avoid the risk of accept-
ing records which have little basis for reliance, information must 
first be obtained as to the system of internal control and an eval-
uation made of its adequacy. 
In preparing the audit program, it is desirable that the inde-
pendent auditor give consideration to coordinating his audit 
103 
procedures with those procedures performed by the company's 
internal auditors and supervisory personnel. This is especially 
important in connection with confirmation of loan balances and 
branch visits. The internal auditor (supervisor) generally will 
be able to offer many constructive suggestions as to the timing 
and sequence of the various procedures to be followed. The 
independent auditor will ordinarily review the reports, work-
papers, and internal audit programs to determine the scope of 
the internal audit procedures, their effectiveness and follow-up, 
and the frequency with which audits are performed, and may 
suggest items for the attention of the internal auditor. In making 
such review, the independent auditor will evaluate the quality 
of the work of the internal audit staff or supervisory personnel in 
determining the nature, timing, and extent of his own tests. 
Cash. The examination of cash of a finance company generally 
differs from that of other business enterprises only with respect 
to the large number of bank accounts maintained by the finance 
company. In addition to general bank accounts, a finance com-
pany has compensating balance accounts at banks that have 
extended lines of credit to the company. The required compen-
sating balances are related to the total amount of the lines of 
credit granted and the amount of lines that are currently in use. 
Usually, there are f ew transactions in compensating balance 
accounts. 
The audit program for cash should include direct confirmation 
of the bank balances and test checks of bank reconciliations. 
Because of the large number of cash accounts usually present, 
the independent auditor should examine interbank transfers for 
several days before and after the bank reconciliation dates. 
Finance Receivables. Because finance receivables are the major 
asset of a finance company, advance planning is essential to this 
phase of the audit. As an initial audit step, the independent 
auditor must be familiar with the nature of the loan portfolio 
by type of loans and the total number of loans in each category. 
Next, he must give consideration to the selection of a confirma-
tion request date, the extent of circularization, method of selec-
tion of accounts, and the type of confirmation request to be sent. 
In many situations audit efficiencies can be obtained by supple-
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menting positive type confirmation requests with negative type 
confirmation requests. In this connection, it is important that the 
independent auditor have thorough familiarity with the appro-
priate sections of Statement on Auditing Standards No. 1, espe-
cially as they relate to subsequent requests and the performance 
of alternative procedures. It is not unusual that a consumer loan 
company will have customers who have requested that no direct 
correspondence be sent to them. These are typically referred to 
as "no mail" accounts. Normally, the number of such accounts 
is not significant in relation to the total loan portfolio. However, 
when this occurs, it should be brought to the attention of the 
internal auditor or appropriate supervisory personnel and, with 
their authorization, the independent auditor should apply alter-
native procedures such as direct telephone contact when such 
loans fall within his selected sample. 
Retail Contracts and Direct Cash Loans. Receivable trial bal-
ances are to be tested for clerical accuracy and totals compared 
with control accounts. A representative number of loans are to be 
selected by statistical sampling techniques or by other accept-
able means for confirmation by direct communication with bor-
rowers. Selected loan cards should be reviewed by reference to 
the finance company's credit files or loan jackets for loan amount, 
repayment period, etc. 
Branch Offices. The independent auditor should recognize that 
accounting procedures at the branch level, especially with respect 
to consumer loan operations, oftentimes may not provide for basic 
segregation of duties. Accordingly, companies rely on supple-
mental procedures performed by internal auditors and/or super-
visory personnel. Consequently, it is important that the inde-
pendent auditor give appropriate consideration to the extent and 
effectiveness of the internal audit procedures in determining the 
scope of his audit. Whi le the existence of effective internal audit 
procedures should be considered in establishing the audit scope, 
it should be recognized that the internal audit procedures are 
not a substitute for audit procedures performed by the inde-
pendent auditor. 
The examination of branch records should include tests of 
the system of internal control, comparisons on a test basis of 
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data submitted to the home office by branch personnel with 
branch records, and where loan data is maintained only in the 
branch office, all the usual audit steps relative to the loans. In 
rare instances, there may be sufficient information in the home 
office records that branch visits are not necessary or may be of 
a limited number. The independent auditor, on a test basis, will 
examine collateral for wholesale and capital loans, test postings 
of collections to customer accounts, and test procedures for ex-
tensions, renewals and rebates on all types of loans to deter-
mine the reliability of the accounting records. Because of certain 
inherent practical weaknesses in the system of internal control at 
the branch, examinations of branch offices normally should be 
made on a surprise basis. 
Generally, where the home office maintains duplicate receiv-
able ledgers, much of the work involved in testing accounts 
through confirmation procedures and evaluation of collectibility 
can be performed without a visit to the branch office. Where 
this is the case, the principal reason for branch visits is to test 
the system of internal control and compare home office and 
branch records. 
Following is a list of possible audit procedures that may be 
considered in performing a branch examination. 
1. Count the branch's working funds and review procedures 
for recording and depositing cash receipts. 
2. Check the accounts receivable ledgers for clerical accuracy 
and compare the totals to appropriate branch controls and 
trace them to the general ledger balance at the home office. 
3. Where receivable ledgers are maintained only at the branch, 
select a representative number of accounts for confirmation 
and test aged trial balances for clerical accuracy and com-
pliance with the company's aging policy. 
4. Where accounts receivable ledgers are maintained in the 
home office and accounts are confirmed using home office 
records, compare the balances of selected accounts per home 
office records to the records maintained at the branch. 
5. Compare supporting documents for a selected number of 
loans with the loan card and other accounting records. These 
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might include signed note and/or security agreement, loan 
application, financing statement, insurance policy, notices of 
filing of lien, etc. In this connection, a test should be made 
of new and renewal loans to check proper recording of dis-
count, dealer reserve, insurance premiums, and other items. 
Similar tests should be made of rebates, extension fees, and 
late charges. 
6. Review procedures used to account for and control re-
possessed collateral. If the branch is responsible for liquida-
tion of repossessed collateral, test sale of items of collateral 
by tracing proceeds to cash report or bank deposit, compare 
proceeds to estimate of value at time the loan was made, etc. 
7. If the branch is located in a state that requires interest to 
be computed each time a payment is made, test computa-
tions of application of interest and principal for a number 
of loans. 
8. Obtain details of a test number of loans made a few days 
just prior to the visit. Confirm with the customer the loan 
balance and the amount of cash disbursed to, or on behalf 
of, the customer. 
9. Existence of branch employees listed in the company's pay-
roll records should be tested either by physical observations 
or by inquiring of other personnel not having the responsi-
bility for the submission of payroll data to the home office. 
10. Read reports of the most recent audit by the state regulatory 
agency, if applicable. 
Wholesale and Capital Loans. The determination of the ade-
quacy of inventory and other assets pledged as collateral by the 
dealer for wholesale and capital loans is a responsibility of man-
agement. While the independent auditor's objective is to obtain 
sufficient evidential matter to provide him with a reasonable 
basis for forming an opinion under the circumstances, he is not 
an appraiser. Based on tests, the independent auditor should 
decide whether values assigned by management to the collateral 
are supported by the evidential, matter reviewed by him in the 
course of his examination. He should review the dealer's financial 
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statements as well as the economic conditions in the dealer's 
marketing area and in the industry. The independent auditor 
usually should select, on a test basis, dealers to be visited for 
purpose of inspecting collateral. This can be done by accom-
panying the internal auditor on surprise visits to dealers. In 
cases where the amount of capital loans is based on percentages 
of invoice cost of the dealers' inventories, the independent auditor 
should test related invoices. 
Commercial Finance Receivables and Factoring. An integral 
part of the audit of commercial finance receivables is the evalua-
tion of collateral pledged against outstanding loans. In this con-
nection, the independent auditor should, through inspection and 
confirmation, obtain competent evidential matter supporting 
collateral pledged against outstanding loans. In addition to con-
firmation on a test basis with borrowers of loan balances and 
related collateral amounts, the following audit procedures may 
be considered: 
1. Examination of credit files on a test basis, including inspection 
of financial statements, budgets and projections, status re-
ports, aging reports of receivables, and inventory turnover 
reports. 
2. Reading and evaluation of internal audit reports on field 
visits, particularly when detailed collateral records are not 
maintained by the finance company. 
3. Test of perpetual inventory records, if maintained by the bor-
rower, to periodic physical counts made by internal auditors 
in the field. 
4. Confirmation of inventories pledged as collateral which are 
stored in public warehouses by internal auditors or manage-
ment on test basis by direct communication with the ware-
house. 
5. Review, if applicable, of independent appraisals of collateral. 
6. Examination of assignments of insurance policies and the 
amounts of coverage included therein compared to related 
collateral values. 
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7. Visits (with or without the internal auditors) to the premises 
of several borrowers (including those having non-notification 
receivables) to determine physical evidence of the collateral 
and to evaluate the performance of the internal auditors. 
8. Confirmation of amounts due from and to participants and 
confirmation of the related collateral amounts with partici-
pant. When the company is not the participation manager 
and the independent auditor is unable to rely on other inde-
pendent auditors as to the collateral amounts, he may want 
to apply his own audit procedures. 
Where internal auditors are not employed, the scope of the 
examination by the independent auditor should be expanded to 
include the foregoing procedures. 
The independent auditor may include in his audit procedures 
discussions with officers and other personnel responsible for mak-
ing and servicing loans. He should be alert to the possible con-
centration of loans in one borrower, in a group of related bor-
rowers, or in a particular industry. He should also consider gen-
eral economic conditions which may have an effect on the over-
all loan portfolio. 
Allowance for Losses. The audit procedures with respect to the 
allowance for losses are interrelated with the tests performed 
in connection with the finance receivables. Based upon the data 
accumulated in those tests, the independent auditor will make a 
professional judgment whether the allowance for losses reason-
ably can be expected to cover estimated bad debt losses on all 
of the finance company's receivables existing at the balance 
sheet date. Further, he will consider whether the company's 
charge-off policy is reasonable and whether its procedures re-
lating to charge-offs and recoveries are adequate and are being 
properly applied. 
It is essential for the independent auditor to become familiar 
with the finance company's policies and procedures for granting 
credit, collecting payments, repossessing and disposing of collat-
eral, and aging finance receivables. It is also important that he 
become familiar with the company's procedures for granting ex-
tensions and renewing accounts. With respect to commercial 
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finance companies, he should be familiar with the collateral 
pledged against outstanding loans and the impact of changing 
circumstances thereon. The following ratios and relationships 
may be useful in assisting the independent auditor in his judg-
ment as to adequacy of the allowance for losses (all ratios and 
relationships are comparisons with prior periods): 
1. Percentage of allowance to outstandings. 
2. Percentage of delinquencies (using monthly intervals) to out-
standings. 
3. Ratio of recoveries to charge-offs. 
4. Net charge-offs as a percentage of liquidations. 
5. Ratio of provision for losses to volume. 
6. Ratio of net losses to average outstandings. 
No one or group of statistics developed is conclusive, but the 
foregoing information along with other factors can be useful in 
forming an opinion. 
Usually, it is not practical to review retail contracts and direct 
cash loans on an individual basis due to the large volume of rela-
tively small balances. Accordingly, the portfolio should be evalu-
ated on an overall basis. Historical statistics may be considered 
along with the current aging conditions of the portfolio. Changes 
in credit policies, collection policies, and general economic con-
ditions also are factors to consider. 
Comparison of the composition of the overall loan portfolio 
with prior periods will assist in determining the effect any shift 
in new business may have upon requirements for the allowance 
for losses. Certain types of loans have greater credit risk asso-
ciated with them than do other types of loans, and by keeping 
abreast of the portfolio shifts, the independent auditor will be in 
a better position to evaluate the adequacy of the allowance for 
loan losses. Comparison of amounts charged off annually with 
the balance of the allowance for losses should be made in the 
light of the maturities of the loan portfolio. 
Audit procedures, in addition to those mentioned above, in-
clude testing clerical accuracy of aging information and review-
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ing credit and collection policies. If the recency method of aging 
is used, the independent auditor should have a clear understand-
ing of the company's payment policies which permit a loan to 
be classified as current, and its definition of the "recency" pay-
ment and should be mindful that recent payments which may 
have updated the status of an account are not necessarily indica-
tive of the ultimate collectibility of the total balance. 
The aging of receivables is also affected by the company's 
renewal policy. Loan renewals which do not involve advances 
of additional cash to customers should be clearly defined and 
closely controlled. Ordinarily, such renewals, sometimes referred 
to as "salvage" renewals, should be limited to those situations in 
which either additional co-signers or additional collateral is ob-
tained, or in which the customer otherwise indicates an in-
creased willingness to repay the loan. An increased willingness 
to repay may be evidenced by a variety of circumstances, the 
most common of which is the reduction of monthly payments 
after a significant portion of the initial loan has been repaid. 
Renewals without additional cash advances made in the absence 
of circumstances evidencing an increased willingness to pay may 
constitute nothing more than "window dressing," thus damaging 
the integrity of the aging schedule. 
For commercial loans, the independent auditor ordinarily 
should review loan files on a test basis, noting customer's current 
financial condition as shown in his current financial statements, 
review internal audit work papers and discuss collectibility with 
appropriate management personnel. Collateral value is an im-
portant factor in determining the collectibility of these accounts 
and should be evaluated under current conditions, not just those 
existing at the time the loan was made. 
The independent auditor should investigate the company's 
procedures for controlling previously written-off accounts. He 
can circularize, on a test basis, written-off accounts to determine 
that collections, if any, have been properly recorded. 
Repossessions. The audit objectives with respect to reposses-
sions are to test for the existence and evidence of ownership of 
the repossessions and to evaluate the net realizable values. The 
company's procedures as to time and method of recording repos-
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sessions should be reviewed by the independent auditor. Physical 
examination of repossessions may be appropriate. The reason-
ableness of carrying values is determined by comparing such 
values to subsequent sales or to published wholesale price lists. 
If the repossessions are, or can easily be, categorized on a prod-
uct-by-product basis, the independent auditor may be able to 
rely on the company's recent history as to average loss (or gain) 
per unit on repossessions sold. The financial capability of dealers 
under recourse or repurchase agreements should be investigated. 
Notes Payable. Unlike most other business enterprises, finance 
companies have highly leveraged debt-to-equity ratios with vari-
ous types of notes payable outstanding. Notes payable are usu-
ally categorized by their preference as to assets and their matur-
ity. The debt structure of the finance company may include ( 1 ) 
bank loans, (2 ) commercial paper, (3) long-term senior debt, 
(4 ) long-term subordinated debt, and (5) long-term junior 
subordinated debt. 
If bank lines of credit are disclosed in the notes to financial 
statements, both the used and unused lines, including amounts 
and terms of related short-term notes payable, should be con-
firmed by the independent auditor. Credit lines in use as of the 
confirmation date and notes payable may be confirmed in con-
nection with standard bank confirmations used to confirm cash 
depository accounts. Confirmation of credit fines not in use may 
require special letters to be written to credit line banks (in situ-
ations in which bank line officials are not authorized to confirm 
unused lines, such letters should be addressed to the attention 
of bank internal auditors). Confirmation of lines of credit should 
include requests for information concerning requirements cover-
ing compensating balances and the conditions under which the 
lines are available or may be withdrawn. 
Commercial paper can be issued either directly by the finance 
company or through a broker. Sometimes a bank acting as trus-
tee will issue the note upon the authorization of the company 
or the brokers. The independent auditor will need to discuss 
with management at a preliminary date the nature of the com-
mercial paper outstanding, determine the internal controls rela-
tive to commercial paper, and formulate the confirmation or 
alternative procedures to be used. 
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In addition to confirmation, audit procedures should include 
a review of the various instruments for appropriate disclosures 
of terms, restrictions on payment of dividends, etc. 
Dealers Reserves. In developing an audit program for the 
dealer reserve account, the audit objectives are to determine that 
the balance of this account is adequate to cover obligations to 
dealers and that the finance company's procedures relating to the 
charges thereto are in accordance with the contract. 
Audit procedures may include confirmation on a test basis of 
the liability with dealers, a review of the underlying contracts, 
and examination of source documents supporting additions and 
charges to this account. Since, in some instances, the dealer is 
not in a position to know the amounts charged or credited to 
his account, it is not always possible to confirm the liability with 
the dealer. In these cases, the independent auditor should review 
the activity in the account for propriety and evaluate the dealer 
balances in relation to ( 1 ) the volume of loans purchased and 
(2) the finance company's operating procedures. However, the 
independent auditor may, if he deems appropriate, request the 
company to prepare supporting statements containing sufficient 
information for the dealer so that he would be able to respond 
to a request for confirmation. 
Income and Expenses. The audit objectives in connection with 
deferred finance income are to determine that the income recog-
nition method is acceptable, that amortization of the deferred 
finance income has been properly computed, that the method is 
consistent with prior periods and to ascertain that the balance 
is sufficient to cover the cost of carrying, servicing, and collecting 
the receivables. 
Audit procedures should include ( 1 ) a comparison, by type 
of loan, of the deferred finance income to the outstanding note 
balances and relating that comparison to prior years, (2 ) test 
checks of rebates on selected accounts, and (3 ) the tracing on 
a test basis of the monthly amortization to the income account 
and the additions to the new business register. 
Other Operating Accounts. The major expenses of a finance com-
pany are interest, salaries, and provisions for losses. General and 
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administrative expenses are similar to other service companies. 
Audit procedures relating to income and expense accounts 
may include the following: 
1. A review for reasonableness of revenues by type of loan in 
relation to volume and liquidation statistics. 
2. A study of the operating statistics, prepared by the company, 
as a means of explaining variations. 
3. Discussions of variations in operating accounts from prior 
years with appropriate management and operating personnel. 
4. Analysis of accounts showing material variances, including 
the testing of large unusual items. 
5. Tests of expenses from the trial balance to books of original 
entry and to supporting invoices, etc., and related expense 
charges to deferred and prepaid expenses and accrued lia-
bilities. 
Insurance. The audit approach for evaluating adequacy of re-
serves of a credit life insurance company (both life and accident 
and health claims) and examining other related aspects of the 
insurance business of subsidiary insurance companies should be 
the same as that discussed in the applicable AICPA industry 
audit guide for stock life insurance companies and fire and 
casualty companies. 
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Glossary 
Acquisition costs. Direct and/or indirect expenses related to mak-
ing or acquiring finance receivables unless restricted by definition 
when used within the text. 
Application. Finance company form for completion by the prospec-
tive borrower providing personal data (family, residence, salary, 
employer, other indebtedness, resources, etc.). 
Balloon note. An installment note in which the final payment is 
substantially larger than the preceding series of equal installment 
payments. 
Borrowing base. An amount, as defined in a note agreement or 
indenture, used in computing the maximum borrowings permitted 
for a particular class of debt; generally an amount determined by 
taking stockholders' equity less deferred charges and intangible 
assets. Subordinated long-term debt usually is included in the bor-
rowing base of debt senior thereto. 
Bulk purchase. The purchase of a group of receivables from a dealer 
or other lender. 
Capital loan. A loan made to a retail dealer for working capital 
purposes and generally collateralized with a mortgage on personal 
property or real estate. 
Carrying charge. Amount which the purchaser of chattel agrees to 
pay to the retail dealer or to the finance company where a loan is 
obtained directly from the finance company for privilege of paying 
principal balance in installments over a period of time. 
Charges. All amounts charged, contracted for, or to be received in 
the repayment of an obligation, excluding principal but including 
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interest and compensation for expenses incurred by the lender; the 
difference between net funds advanced and total amount to be 
repaid. 
Charges-only account. An account on which collections are applied 
entirely to finance, deferment, or default charges with no portion 
serving to reduce the principal balance of the loan. 
Chattel. Personal property such as automobiles, furniture, appli-
ances, and other movable property. 
Collateral. Property such as automobiles, furniture, bonds, etc., 
pledged as security for loans. 
Collateral trust. A trust arrangement under which a finance com-
pany deposits collateral with a trustee as security for borrowings; 
notes issued for borrowings under such arrangements are generally 
called "collateral trust notes." 
Collection days. The time required for the factor to have the pay-
ments he receives from customers collected by his bank and credited 
to his account. 
Co-maker loan. Loan made by more than one debtor (generally 
unsecured; second debtor required because of poor or unknown 
credit standing of first debtor). 
Compensating balances. Deposit balances, frequently not interest-
bearing, maintained in banks as "compensation" for advancing 
lines of credit, generally at 10 to 20 percent of the amount of line 
of credit. Shown in balance sheet as restricted funds when there is 
a formal contractual agreement that the funds are restricted. Such 
depositor may be furnished by a company other than the borrower. 
Conditional sales contract. Legal instrument used in credit sales of 
personal property which provides that title remain with the seller 
until the purchase price is paid in full, but that possession may be 
enjoyed by the purchaser so long as there is no default. 
Confidential account. An account on which no contact is to be 
made with the borrower except in the manner agreed upon. 
Consumer. Any individual who purchases goods or merchandise for 
use by himself or his family. 
Consumer loan. Loan made to an individual in order for him to 
obtain cash not specifically identified with a purchase of personal 
property. See Direct cash loan. 
Consumer loan (finance) company. Company licensed to make 
loans under consumer finance (small loan) and other loan laws. 
Loans may be collateralized by household furniture or other per-
sonal property, or they may be unsecured. 
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Contracts sold under repurchase agreement. The seller (retailer/ 
dealer) agrees to pay within a designated time the unpaid balance 
of defaulted loans by repurchasing chattels from the finance com-
pany after reasonable collection effort, repossession of chattel, and 
delivery to the seller. 
Contracts sold with recourse. The seller (retailer/dealer) guaran-
tees payment; if loans are not paid in accordance with terms, the 
finance company may call upon the seller to redeem the defaulted 
loans. 
Contracts sold without recourse. Except for fraud or misrepresen-
tation, the seller (retailer/dealer) has no obligation to repurchase 
delinquent or defaulted loans. 
Contractual basis. A method of determining delinquent accounts 
based on payments received compared with payments due under 
the contractual terms of the loan. 
Conversion (or flip). Renewal of an account with little or no pay-
ment to remove it from a delinquency status. 
Coupon book. A book of coded payment forms to be used by bor-
rowers in remitting payments. 
Credit bureau. An organization which accumulates and makes avail-
able credit information to its members. 
Credit department. Department of a financing organization respon-
sible for opening new accounts, establishing credit limits, maintain-
ing credit histories, and controlling authorizations. 
Dealer. Retail merchant who purchases automobiles, furniture, ap-
pliances, etc., at wholesale and sells them to customers at retail; or 
may be a seller of used automobiles. 
Dealers' reserves. That portion of the gross finance charges set 
aside by finance companies for the accounts of dealers from whom 
the related receivables were purchased; payment is subject to agree-
ments which generally require accumulation of reserves until they 
exceed certain percentages of related receivables. Credit losses 
chargeable against such reserves are covered by the agreements. 
Deferred certificates (holdbacks). Amounts retained by a finance 
company as additional security on substandard retail accounts and 
payable to a dealer when accounts are either partially or fully paid. 
Deficiency judgment. Legal claim against a debtor for the balance 
of debt remaining after repossession and sale of the collateral, plus 
allowable expenses. 
Delinquency charge (past-due fee). Consideration paid by the 
debtor because of lateness in making a payment. 
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Direct cash loan. A two-party transaction where the finance com-
pany lends funds directly to the borrower; such loans may or may 
not be collateralized. See Consumer loan. 
Discount. Percentage of the face value of the loan deducted in 
advance as a charge for the loan; a deduction for interest at the 
time of the loan; any charge for credit which is included in the face 
of the instrument. 
Down payment. That portion of the cash price required to be paid 
by the purchaser as a condition for delivery of goods or services 
on credit. 
Extension fee. Consideration paid by the debtor in order to extend 
the terms of the note. 
Face amount of a note. The total sum of money specified to be 
payable. 
Factoring. Purchasing, without recourse, of accounts receivable 
arising in the ordinary course of business. 
F. H. A. mortgage. Mortgage in which the lender is insured by the 
Federal Housing Administration against loss due to nonpayment 
by borrower. 
Finance charge, gross. Difference between amount advanced to the 
dealer for conditional sales contract (or debtor in case of loan) and 
total amount to be paid over the life of the related obligation exclu-
sive of insurance charge. 
Floor-plan checking. Physical inspection of dealer's inventories 
which are security for advances to him on condition he will repay 
from the proceeds of sale of specific items. 
Floor planning. Financing of dealers' inventories (particularly 
automobiles and other chattels); sometimes referred to as whole-
saling. The dealer is obliged to repay from proceeds of sale of 
specific items or after a designated period of time, even though 
inventory is not sold. 
Garnishment. The attachment of salaries through court action to 
collect on a defaulted obligation. 
Line of credit (bank line). An agreement by a bank to lend a 
specified amount of money to the finance company at an agreed 
upon rate as long as there is no material adverse change in the 
business of the finance company; such a line does not necessarily 
have to be in use, but the funds normally are available upon request. 
Loan jacket. An envelope or folder usually containing application, 
credit checks, references, and records of past loans. Notes, contracts, 
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titles, and collateral usually will be kept elsewhere for security 
reasons. 
Mandatory securities valuation reserve. Reserve required by law 
or regulation to provide for possible losses on securities held by 
insurance companies. 
Maturity. Date on which, or time period in which, payment of a 
debt or note must be made. 
Maturity date (in factoring). The average due date of a month's 
invoices plus collection days. 
Maturity spread. A tabulation of estimated or scheduled maturities 
of installment receivables by months. 
Morris Plan Bank. Lending institution which obtains funds for 
making installment loans from the acceptance of deposits. 
New loan. A loan made to a new or former borrower who is not 
presently indebted to the finance company. 
New money. The amount of additional funds advanced to the bor-
rower on the renewal or refinance of an existing unpaid loan. See 
Renewed (refinanced) loan. 
No-mail account. An account on which no contact is to be made 
with the borrower by mail. 
Non-notification financing. Sale of accounts without informing the 
debtor. 
Notification. Informing the customers of a factor's client that the 
account has been sold to and is payable to the factor. 
Old money. Balance of old loan renewed or refinanced. 
Open market notes. Notes issued by finance company for unsecured 
short-term borrowings other than on lines of credit; frequently issued 
through brokers or note dealers. 
Overadvance (in commercial finance). An amount advanced in 
excess of the advance initially agreed upon. 
Pack. Amount of finance charge included in note which is in excess 
of finance company's normal charge, added for the benefit of the 
dealer. 
Partial payment. Payment less than the amount of a scheduled 
installment. 
Participation manager. Commercial finance company originating 
and supervising a loan shared by two or more participants. 
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Pledge. To place in the possession of another as collateral for a 
loan; a pawn of personal property; the property so delivered. 
Prime collateral. Those assets which meet the applicable eligibility 
tests set forth in the related financing agreement for collateral 
against which a borrower may obtain advances from the lender. 
Prime collateral would include (1) cash or cash equivalents, (2) 
accounts receivable which are either current, or not more than a 
stated number of days delinquent, and (3) finished goods inventory. 
Generally, raw material and work-in-process inventory, and fixed 
assets do not qualify as prime collateral because of their lack of 
liquidity. 
Proceeds of a note. Amount received by a borrower; may be face 
amount of a note or may be less because a finance charge has been 
deducted. 
Rate. Measure of anything by its relation to a standard; in install-
ment transaction, the charge for the use of $100 to be repaid over 
one year; i.e., $6 per $100, 6 percent rate. 
Rate charts. Charts which show the charges on loans, or the various 
items in an installment sales transaction, including the discount at 
which a finance company will buy an installment note from a dealer. 
Rebate. Cancellation of a portion of the finance charge, usually 
when the entire balance due on an installment account is paid ahead 
of time. 
Recourse (in factoring). The right to charge an uncollectible cus-
tomer's account back to the client. 
Renewed (refinanced) loan. A direct loan to a present borrower 
which is rewritten by the execution of a new note with or without 
an additional amount of funds advanced. See New money. 
Repossess. To regain custody; to take back an automobile or other 
chattel from debtor for nonpayment or default. 
Retail notes receivable. Receivables arising from sales of automo-
biles, furniture, appliances, etc., by retail dealers; three-party paper 
(customer, dealer, and finance company). 
Robert Morris Associates. The National Association of Bank Loan 
and Credit Officers. 
Rule of 78s. A "sum-of-digits" method of computing the amount of 
finance charges earned (78 being the sum of the monthly periods 
of a 12-month loan). 
Senior borrowings. Long-term and short-term borrowings which, by 
their terms, are not subordinate in payment to other debt. 
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Single-signature loan. Unsecured loan made on note with single 
signature. 
Skip. Borrower whose present address is unknown and who is in 
default in payment on a loan. 
Subordinated debt. Long-term borrowings which by their terms are 
subordinate and junior in payment, under certain conditions, to 
"senior borrowings"; various levels of subordination—senior, junior, 
capital; a part of capital funds. 
Time/price differential. Difference between time payment price 
and cash price when goods are sold on credit. 
Wholesale. Notes receivable from retail dealers collateralized by 
automobiles or other chattels in their inventories. Sometimes referred 
to as "floor-plan." 
Yield. Result of investment; annual rate of return to the creditor in 
a financial transaction. 
121 
